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Thus the IAS elective program enables the student to progress directly to his specific goal. 
Then, through the Life Scholarship Privilege earned by each Diploma Course (90 assign- 
ments) Graduate, the IAS student can broaden his knowledge of accounting and manage- 
ment through study of any, or all, of the other electives, at no additional cost. 


The 50th Anniversary Edition of the school’s catalogue will be sent free upon your 
request. Just send a postcard or letter to the Secretary, LAS, at the address below. 
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THE PRESIDENT’S PAGE 


HE irreparable loss to Tue Instirute of Herbert C. M. Cobb was 

followed shortly by the passing of Ray E. Noonan early in Septem- 
ber. These were severe and deoching blows, both to us personally and to 
our professional efforts. 

Neither Herb nor Ray, both proud and able leaders in their profes- 
sion, our profession, would have wished everything to stop at their pass- 
ing. So we who remain must attempt, at least, to catch their spirit and 
carry on with their work. 

This we plan to do first of all, by accepting as a worth-while inheri- 
tance Ray Noonan’s Theme for 1953-54 of “Progress Through Sharing.” 
You might be interested in some of the background thinking which went 
into Ray’s development of this theme. In a letter he wrote back in De- 
cember of 1952, he had this to say when asked if he could suggest a 
theme around which the recent Toronto Conference could be planned. 
And I quote: 

“The only semblance of an idea which is in my mind, and it is prob- 
ably not very good, is that I am a great promoter of the principle of shar- 
ing our knowledge with one another. The best way that we can improve 
ourselves in internal auditing is by seeking help from other internal 
auditors and, in turn, we should make ourselves available to help others. 
Inasmuch as we have had themes for the past few years which were 
somewhat on a high and progressive plane, maybe we could sort of con- 
solidate our position now and have a very simple theme which would be 
along the lines of helping each other to become better internal auditors 
based upon what we have learned in these past few years. How all of 
that could be put in several simple words for a theme, I don’t know, but 
I will try to think more about it in the next couple of weeks.” 

You all know of course, that “Progress Through Sharing” was his 
answer. And as he expressed it, it is a very simple but effective theme— 
just as simple as this. Two men meet, each one has one idea—both ex- 
change their idea and when they part each man now has two ideas. 
Neither man lost—both men gained. 

Let me add, if I may, a personal thought to this idea of exchanging 
and sharing. Pay particular attention, in your discussions, to those who 
do not agree with you. It is only then that your thinking is exercised to 
full capacity. It may be good food for the ego to find that most people 
agree with you, but you dlon’t learn from yes-men. Our minds are chal- 
lenged and stimulated to a much greater extent as we hear something 
with which we disagree. That’s when learning starts. 

In conclusion, let’s take advantage of every opportunity to exchange 
ideas and discuss our problems so that we may grow in capacity and 
stature. Let us resolve to follow the dictates of “Progress Through Shar- 


” 


ing. —W. T. Hamixron. 
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acne E. NOONAN, the International President of Tue Insrt1- 

TUTE, died on September 4, 1953. Ray’s election as our president, 
last May in Cleveland, was the climax of years of helpfulness and friend- 
ship to members throughout Tue Institute. He had been the speaker 
at many chapter meetings, and in his widespread business travels would 


often go out of his way to visit chapters and fellow-members. 


Ray was instrumental in the organization of the Richmond Chapter 
and was its first president. He served as director-at-large, member of the 
Executive Committee and vice president of the Mid-Atlantic Region. In 
the year which ended last May he was vice president of Tue Instrrute 


and chairman of the committee on membership and chapter formation 


Ray’s broad view of the responsibilities of internal auditing was 
well expressed in his talk on the examination of sales offices at our 
Ninth Annual Conference. Ray had enthusiasm and humor’on the one 
hand and a tremendous fighting spirit and determination on the other. 


The latter was so apparent during the last months of his life. 


It was a privilege to know Ray — to be with him and to work with 
him. His spirit and philosophy were well exemplified in the theme he 
chose for the current INstiruTeE year, “Progress Through Sharing.” The 
thought of him — his spirit and his determination — is one that will live 


on in our memories. 








INTERNAL AUDITING FROM BOTH 
SIDES OF THE FENCE* 


By J. M. SAWYER 


Vice President and Secretary-Treasurer, Signal Oil Company 


It is always interesting and constructive to look back over the 
years — and from the detachment that comes with time, to view what 
we have done that we might do differently if we had the chance again. 
Here a senior executive who began as an internal auditor looks first at 
the experiences of his auditing career, then at what he now looks for in 
the way of constructive help from internal auditors. Finally, he selects 
the matters he would concentrate upon if he were again to become an 
internal auditor. 


| am sure that one of the most valuable assets any businessman can 
possess is the ability to appreciate and understand the other fellow’s 
viewpoint. Anyone who is so taken up with his own ideas and his own 
arguments that he ignores those of other people with whom he does 
business is very foolish indeed. I believe that each of you will agree with 
that concept of business conduct, for internal auditors analyze and 
appraise various phases of their company’s operations, and their find- 
ings and comments are of considerable interest and importance to man- 
agement. 


I know, however, that management always places a greater degree 
of confidence in auditors’ recommendations when they sense that the 
auditors have not been theoretical and arbitrary, but have attempted 
to appreciate and understand the problems and the everyday conditions 
faced by the men whose efforts they are appraising. Auditors should, 
of course, call things as they see them, but they should at all times be 
realistic. They may be asked at some time to carry out some of their own 
recommendations. 


Scattered throughout the Standard Oil Company of California and 
its subsidiaries today are quite a number of men who were at one time 
members of the Company’s General Auditing Staff, but who now are 


*Delivered at meeting of Los Angeles Chapter. 
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part of management. I happen to be one of them. I was on the Staff for 
many years, and finished my staff service as Assistant Special Auditor 
—as we called the General Auditor in those days. I had the opportunity 
of participating in audits of various departments and subsidiaries of the 
Company in various parts of the country. (Those were the happy days!) 


My present position is that of Vice President and Secretary-Trea- 
surer of the Signal Oil Company, a wholly owned subsidiary of Standard 
Oil Company of California. In addition to being responsible for the 
financial side of the business, the managers of several departments which 
are not directly related to finance report to me; these departments in- 
clude Motor Transport, Purchasing, Order and Distribution, Organiza- 
tion and Personnel. 


In view of this “double life” I have lived — auditor and manager — 
I have been asked to speak to you on the subject of internal auditing — 
as viewed from both sides of the fence. I hope that some stray thought 
at least may be interesting and of value in fulfilling your desire of be- 
coming more useful members of your respective companies in rendering 
the particular service you have to offer. 


MEMORIES OF MY AUDITING YEARS 


One of the greatest thrills that comes to me these days is the memory 
of auditing experiences. Occasionally there were disappointments, anxi- 
ety, and heartaches, but on the other hand, I can recall many good times 
and I am sure that I made some friends along the way. To me, auditing 
was romance, and each assignment was a new experience whether it be 
Seattle, New York, or El Paso. Each assignment, like-wise, presented a 
challenge because the scope of the audits varied and the people with 
whom I had to work formed a good cross-section of businessmen. 


To illustrate the rigors of audit work in those days, I'll mention 
two assignments that will always remain fresh in my mind. One in- 
volved an audit in New York City that required three months to com- 
plete. That was really rough. Just imagine, being located in New York 
City for three months — on an expense account. On another occasion, I 
was obliged to spend two and a half months in Mexico City. Each time 
I think of the happenings on that audit, I get a severe case of nostalgia. 


It was the custom at the time to make a schedule of the year’s audits 
early in January. As a result, each of us knew just about where we 
would be and could make plans accordingly. One year I was asked to 
prepare the schedule and, not being a fellow to pass up an opportunity, 
I fixed myself up — but good! Among other assignments I slated myself 
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for Seattle in July and Phoenix in March. It didn’t work out that way, 
however, as the boss had different ideas and I found myself in Spokane 
in February and Fresno in August. 


In those days, I was quite a young man — eager, opinionated, and 
perhaps cocky — and in those initial years of my career, if you will, I 
am fearful that I did not possess full appreciation of the other fellow’s 
viewpoint. In those days I was inclined to the belief that the more one 
could develop in the way of audit criticisms, the greater his rating as 
an auditor. True, up to a point, but I soon learned the fallacy of such 
thinking. 


It was my good fortune to be working for a man who taught me 
the art of auditing, the presentation of reports, consideration of others, 
and even a sound philosophy of life. Like the characters described in 
Readers Digest, he is the most unforgettable man I have ever known. 
Unquestionably, the viewpoints I now hold can largely be traced to 
him and his coaching. He had quite a time with me, I am sure, but, as 
many of you know, he has the patience of Job, so after awhile some of 
the polish began to rub off on me. I recall one occasion when in pre- 
senting a report I thought that the material or findings and style of 
presentation constituted the ultimate in audit reports. I was quite sur- 
prised a day or two later to find the audit report on my desk containing 
red pencilled notations which, in effect, were corrections. When I in- 
quired about the reason for such changes, he informed me that the 
report was written like I played golf. What he meant was that I was 
more interested in hitting a tee shot for 225 yards than in the finer 
points of the game. In other words, I had blasted away, so to speak, mak- 
ing much of the audit findings without regard to finesse, subtlety, or 
how it would sound to others. 


In those halcyon days, managers, for the most part, had no appreci- 
tion of auditors or what they were endeavoring to do. As a result, more 
caution was necessary than would be the case today. However, they were 
good fellows, but some were rough, stern characters and it was, at times, 
difficult to catch their interest, particularly if the material being dis- 


MR. JOSEPH M. SAWYER became associated with the Standard Oil Company of 
California (Signal Oil Company is a wholly owned subsidiary) in 1917 as office boy. He 
is now Vice President, Secretary-Treasurer and Director of Signal Oil Company. 


Mr. Sawyer, a high school graduate, supplemented his education by the study of 
various accounting courses. His only employment apart from Standard Oil was during 
school vacations. On those occasions, he was employed as a hand truck operator in a 
flour mill. 


Mr. Sawver holds membership in a number of golf and country clubs in Sacramento 
and Los Angeles. 
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cussed reflected unfavorably upon them. What I have just said may 
have been traceable to the attitudes of some of the auditors at that time. 
I recall one dignified gentleman whose every movement was studied 
and accomplished with the idea in mind of impressing those about him, 
particularly management. Another, who might best be described as 
tactless, would imply that before he completed an audit, he probably 
would turn up a couple of crooks in the organization. These things, of 
course, irritated management no end, and caused a deep resentment of 
auditors generally. 


Those incidents, however, took place before what I term “The 
Reformation.” That is the time Arthur Kent was made General Auditor. 
His first move was to sell the staff to management on the basis of being 
helpful to them. As a result, we all changed our tactics and endeavored 
to conduct audits differently. The tempo of the audits did not change, 
but the thinking did, and before too long, the auditing staff had estab- 
lished itself and was recognized by management as an organization 


designed to be helpful. 


As the years went by, one of the Vice Presidents of the Company 
became so interested in audit work that he required each member of 
the management staff to attend a meeting at the close of each audit so 
that everyone would be familiar with the findings observed and recom- 
mendations made. These audit closings were made by the General 
Auditor and when I say they were beautifully done, I am making a gross 
understatement. They were conducted in a style that pleased manage- 
ment. The delinquencies noted were not discussed critically, but rather 
in a fashion that showed management the effect such matters had on his 
sales or his expense or his profits. Always remember that when you show 
a manager something that affects the conduct of his business, and you do 
it cleverly, it hits home and you have done a fine selling job. 


For that is the essence of salesmanship — to be able to get over the 
idea that what you have to offer is personally profitable to the manager. 
When he realizes he will actually gain by listening to the auditor, he will 
admire you and believe in auditing. It was shortly after one of these 
audit meetings that one of the District Managers, in commenting on the 
meeting, made a remark that will live in my memory forever and illus- 
trate the value of presentation. When asked how he liked the meeting 
which involved his district, he said, “Great! You know, that guy calls 
himself an auditor, but the so and so is the best salesman I ever saw!” 

To me, that meant an auditor can gain the respect and appreciation 
of a manager through a convincing presentation. In other words, show 
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him that the viewpoints you are setting forth make sense and that you 
are not cramming rules down his throat. 


I can recall many other amusing incidents, but I'll just recite two 
that you may get a kick out of. One involved a District Manager who, 
during a price war, personally sold carload after carload of gasoline at a 
price that was not sufficient to even recover the tax, let alone cost of the 
product and expense. Some managers of that era thought only of gallon- 
age sold and had no conception of the final results from the standpoint 
of profit or loss. 


Another involved a District Manager who conducted a selling cam- 
paign involving motor oil just prior to the time I arrived to make an 
audit. During that so-called campaign, an extraordinary volume of oil 
was sold, and the District Manager received congratulatory messages 
from several sources in the Home Office and he felt pretty good about 
the whole thing. However, during the course of the audit, I found where 
customers had been over-sold, credit limits had been disregarded and 
that sales were billed to one individual but delivered to another. These 
were but a few of the things that became evident, and when recited in 
the audit report it naturally deflated the District Manager and showed 
the Home Office Management the type of campaign it really was. As I 
said, the District Manager naturally resented being shown up, but I had 
no alternative but to report the facts as they were. 


Fortunately — or unfortunately, depending upon the way you look 
at it— the next year I was again assigned to make an audit at that 
locality. This was a somewhat unusual occurence since normally aud- 
itors did not make repeat performances. However, there were particular 
reasons for it as you may suspect. Noting that some of the purchases 
made during the selling campaign of a year ago were still unpaid, I made 
a detailed study of each sale and the results were something like this: 


1. One-third of the merchandise sold was later returned for credit. 


2. Ten per cent of the merchandise sold was uncollectible and 
charged to profit and loss. 


3. The remainder of the sales were finally paid for, but only after 
months of intensive collection effort. 


In presenting the subject in the audit report, we used the theme, 
“Let’s look at the selling campaign from the standpoint of results one 
year later.” 


On this occasion the manager was furious, thinking that we should 
have let sleeping dogs lie and that in his opinion we used every expletive 


Internal Auditing from Both Sides of the Fence 13 


to describe something that was unsuccessful. We had said in the report 
that it was “amazing” that a campaign of that sort would be conducted, 
and it was the “amazing” that seemed to bother him most. 


While he agreed that everything we reported was proper and cor- 
rect, he challanged the way in which it was described. Nevertheless, in 
this particular case, the conditions justified the somewhat rough treat- 
ment given. Irrespective of this particular case, it does suggest a point 
well taken; namely, the effect one word or phrase may have on an audit 
report. 


I'll have to date myself and confess that those incidents took place 
many years ago and do not, of course, represent sales methods of today. 
And, immodest as it may sound, we enjoyed knowing that the auditing 
staff played a very important part in changing and improving the selling 
methods that were in vogue during those years. 


Before I pass the subject of audit memories, I should like to leave 
this thought with you. I have always felt that an auditor has a golden 
opportunity to broaden himself. The very job itself throws you in con- 
tact with all kinds and types of managers. Through those contacts, if 
you are observing, you can note the characteristics of each and eventu- 
ally become a pretty good judge of businessmen. 


AUDITING — AS MANAGEMENT SEES IT 


So much for one phase of my double life 
other. 





now for a little of the 


Quite naturally, a manager looks upon an auditor as the one person 
in the organization in whom he must have implicit faith. He is the one 
to whom the manager looks to point out weaknesses so that attention 
may be directed to the trends indicated. Accordingly, an auditor should 
make the manager feel that he is doing something for him and that he, 
too, is interested in the successful operation of the business. 


Make the manager conscious of everything you do. Talk operations 
selling, finance, etc., and let him know how interested and informed 
you are about all segments of the business. In that way, he cannot help 
but observe your knowledge of conditions and policies, and you will be 
surprised at the frequency with which he seeks your counsel. When you 
have reached that point, keep a level head. Since you have caught his 
fancy, so to speak, continue to be a practical businessman and don’t 
wander off into things theoretical. The manager is interested in the 
analyses you make if they are presented in lay language and in work- 
manlike fashion. Don’t present a report that may be the last word in 
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style, from the viewpoint of accountants, if the manager cannot under- 
stand it. You have wasted your time and his, but, worst of all, you may 
have caused the manager to think less of your ability as a practical 
businessman. 


Incidentally, although I appreciate there may be different view- 
points, I personally believe that the auditor should religiously stay in 
his own territory of fact finding and let the manager take care of obtain- 
ing the action necessary to correct conditions. I believe that good organ- 
ization demands and best results are obtained by a strict observance of 
the idea that when auditors have made their report to line management 
that their job is ended. From there out it is entirely up to top manage- 
ment as to whether action shall or shall not be taken in accord with the 
auditor’s views. 


The auditor, in my opinion, must recognize that he gets results 
because of respect for his clear thinking and appraisals of performance. 
He must also recognize the influence of these things and the avoidance 
of any semblance of interfence with what is the sole prerogative of line 
management. Management may be sorry if they don’t follow the aud- 
itors’ recommendations; nevertheless, I am sure that from a good organ- 
izational standpoint, it is up to them. 


Another thing: Managers are not interested in statistics as such, 
as they are oftentimes boring. The number of errors made by a specific 
clerk in the Accounting Department, for example, is not a matter to be 
referred to management; corrective action can better be effected at a 
lower level. 


Managers who have been auditors are easy to work with because 
they have full appreciation of what you are endeavoring to do, and they 
can perceive the effect of your work throughout the organization. Such 
managers, whose main concern is naturally given to the particular 
department coming under their jurisdiction, can observe the spots within 
their organizations that require audit review and, hence, are less in- 
clined to resent critical comments made with respect to findings. More- 
over, they would be inclined to place more credence in the auditor’s 
report generally and in the specific recommendations made. 


Managers appraise auditors and form opinions the same as anyone 
else, and I would be inclined to catalog auditors into four distinct classes: 


1. The small-sized fellow who is always making mountains out of 
mole-hills, whose chief concern seems to be finding mistakes 
on the other fellow, thus losing sight of the real purpose of his 
work. 
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2. The cold-blooded bird who disregards the feelings of others by 
criticizing everything that appears to him not in keeping with 
his thinking. This fellow is so concerned about his own welfare 
that he loses sight of the damage he is doing to himself, as well 
as to others. 


3. Then, there is the auditor with the broad understanding of the 
real issues. He senses what is audit material and what is not, 
the over-all effect of his recommendations, the light in which 
management will view them, and he has a profound under- 
stand of the purpose of his work. 


4. The type of auditor I like most is the one who assists manage- 
ment by helping the employees to understand management and 
business principles better. 


This type of auditor will work with employees and explain to 
them the real intent of an audit, the necessity for correct pre- 
paration of the reports and their effect upon other segments of 
the office and the business generally. 


This fellow might be termed an “educator” for, along with the 
conduct of his work, he is virtually helping to train those with 
whom he comes in contact so that they might have a better 
appreciation of their own particular part in the scheme of 
things and what management is endeavoring to do. 


In giving this service to management, the auditor will, of course, 
abstain from giving instructions as to what to do. He is simply, 
out of his broader experience, helping to explain why the com- 
pany wants things done in a certain fashion, and thus, assisting 
management in building up not only a conscientious but a bet- 
ter informed group of employees. 


One of the most important things to remember is expression, 
whether it be conversation or written. It may be perfectly proper in one 
sense to say that a certain condition observed was terrible, but how 
much easier it would be to say that the same situation requires immed- 
iate attention, as it resulted from misunderstanding of a policy. Some 
people are inclined to start off a report with the opening statement that 
conditions are generally unsatisfactory. Perhaps that may be true, but 
it would be much better to point out first that certain departments were 
functioning properly and to commend the efforts of those concerned. 
Quite possibly 85% of the subjects covered were found to be perfectly 
satisfactory, but the auditor lost sight of that in his zeal to play up the 
bad points. 
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A manager’s resentment of that type of report would be natural, 
because he has judgment enough to know that, out of the thousands of 
transactions that are completed during a given period, someone is likely 
to slip somewhere along the line. Accordingly, in his mind, if he is to be 
criticized for certain delinquencies in his organization, he would like to 
be complimented for the good work that was accomplished. 


Always try to remember how what you say will sound to someone 
else. Don’t ever embarrass or humiliate anyone by making capital of the 
misunderstandings or weaknesses of others. Be considerate and weigh 
what you are thinking before you say it. Incisive remarks serve but 
one purpose — to hurt someone — and surely have no place in society, 
least of all the business world where, after all, the primary objective of 
all of us is to help in producing a sounder and more successful business. 
We're all members of the team and not prosecuting attorneys. 


In that connection, I am reminded of a story involving Rogers 
Hornsby, the noted ball player and manager. A few years ago, the 
Browns were training at Glendale, and one of the rookies walked up to 
Hornsby and introduced himself, saying, “I’m Joe Simpson, a pitcher.” 
Hornsby said, “Where are you from?” and Simpson replied, “Why, I 
won 18 and lost 1 in the Cotton States League last year.” Hornsby said, 
“How the hell could anyone lose a ball game in the Cotton States 
League!” 


That remark, while humorous to Hornsby, may have hurt the 
rookie to the extent of spoiling his chances of making good. You can 
also imagine Hornsby’s embarrassment if later the two became team- 
mates. 


Auditors should remember that they are giving the manager a pic- 
ture of his operations as they see it. This means that they will not con- 
fine themselves to merely criticisms of the things they deem unsatisfac- 
tory but will, to the extent they can honestly do so, praise good work 
by the members of his organization. As a former auditor I know and as 
a member of management I am certain that management appreciates 
assurance of good work. And where you do point out unsatisfactory 
situations — and this is particularly true when you are dealing with 
lower levels of management — it will be helpful if you will carefully 
explain the reasons why you believe that things are not as they should 


be. 


In other words, even though you have to criticize, always make 
your criticisms sound sensible and logical. Ill assure you that the auditor 
who does this will get better results and more cooperation than the one 
who doesn’t. 
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WHAT | WOULD TRY TO DO AND BE IF AFTER BEING 
A PART OF MANAGEMENT | WERE ONCE 
MORE AN INTERNAL AUDITOR 


If that came to pass, I think I would be the most tolerant man in 
the country, and I would endeavor at all times to appreciate and under- 
stand the other fellow’s viewpoint. Because of my knowledge of what 
management requires or expects and my experience as an auditor, I 
would submit reports that were realistic and which involved matters 
of real concern. I would be in a preferred position to discern the value 
of purely arithmetical mistakes and the real issues; avoid controversial 
subjects that did not particularly concern me; separate the routine cler- 
ical reviews from the more serious conditions that existed and sum- 
marize the report in a concise way that would satisfy my audit instincts 
and which would appeal to management as a clear and reasonable 
appraisal of conditions. 


I would try to be realistic and not a white-collared theorist. I would 
avoid sticking to audit principles merely for audit’s sake when perhaps 
it would be better to waive a point. I do not mean that I would not stick 
to my guns if the point I was endeavoring to make was worthwhile. 
On the other hand, I would not make an all-out stand if the only point 
at issue was whether a clerk failed to sign some cash vouchers. 


I would do my utmost to explain to clerical people the purpose and 
value of things, pointing out the end result of their work and showing 
them the contribution made to the business as a result of their efforts. 
The word audit means review or a hearing, and I would explain that an 
audit in its true purpose is made to appraise the over-all satisfactoriness 
of the operations, but that in doing so you are not seeking to criticize 
or damage any one particular individual. 

I would never give instructions, as authority for issuing instruc- 
tions does not lie within the scope of auditing. Moreover, whatever in- 
structions I might give may be in conflict with what management has 
in mind. 

I would try to be less critical of people and of their short-comings 
than I once was. One gains much more satisfaction out of criticizing a 
person or situation (if deserving) if he can do it cleverly. For example, 
by inference rather than a blatant statement of direct criticism. In the 
one case there is no resentment even though the facts are there, as it 
was stated quietly; whereas, in the latter, there is no question of doubt 
but what the intent was too critical. 


However, let me say this. That having been on the inside of man- 
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agement for a number of years hasn't softened me on one point. If it 
became necessary to make some strong criticisms, even though I knew 
that it might not make me too popular with management, I'd still call 
them as I saw them — but with this one difference — that I would 
endeavor to state my criticism in a broader and more reasonable fashion 
than perhaps I was inclined to do in the days of the yesteryear. 


Reports and statements should be neat and orderly, and I would 
remember if there is one thing an auditing manager dislikes, it is a 
sheaf of work papers ill-arranged and illegible. That brings to mind a 
chap who was an associate of mine on the auditing staff. He wrote a 
very poor hand and, his reports to the General Auditor produced many 
problems. No one could possibly be sure of what each word was supposed 
to be; hence, his reports were changed in spots when we couldn't de- 
cipher his word signs. His penmanship became a standing joke, and 
even he got a kick out of the by-play. But the pay-off came when we 
held one of our annual meetings and he was made toastmaster. He was 
getting along quite well introducing this one and that one and getting 
in mirthful remarks occasionally when, right in the midst of one of his 
introductions, there came a decided pause; after which he blushingly 
admitted that he was stumped as he couldn’t read his own notes. 


But back to the subject at hand, I think I could be a good internal 
auditor again, as I now have a much better appreciation of the problems 
of an auditor and what he is endeavoring to do, and also of the accept- 
ance of his efforts by management. Although I am now a member of 
management, I wouldn’t exchange my auditing experience for anything 
in the world. I am proud of my past and my identification with auditors. 
By the same token, you should be proud of your profession and the work 
you do. Continue to make management understand you are helping 
them and you'll find a satisfaction you have never known. 


But additionally, may I suggest that each of you bear in mind and 
fully appreciate the importance of your part in the business. Certainly 
there are few groups in a company organization that have as wide an 
opportunity to aid and influence the conduct of business as does yours. 
As you work and progress, keep that fact foremost in your mind as a 
guide in planning your own methods. Throughout this discussion I have 
stressed the relationship that should exist between auditor and manage- 
ment, and particularly the development by the auditor of the faculty 
of appreciating the other fellow’s viewpoint. If you were able to gain 
just one thing that may be helpful to you in your work, then, indeed, I 
am very happy. 


ADMINISTRATIVE SYSTEMS WORK 
AND INTERNAL AUDITING-- 
A CO-ORDINATED SERVICE?’ 


By J. J. MACDONNELL, C.A. 
Price, Waterhouse and Company 


A perennial topic of discussion and difference of opinion is whether 
internal auditing and systems work belong together organization-wise. 
In this Canadian presentation, we find exposition of the case for com- 
bination of the two. The author believes that the two belong together— 
to the end of fulfilling both the protective and constructive responsibili- 
ties of the two functions. 


THE TWO SERVICES 


N today’s business scene in Canada two services to management and 

shareholders are growing steadily in scope and contribution. The 
first is auditing—both external and internal; the second is administra- 
tive systems and methods work—again both external and internal. What 
is the nature of these two services? Wherein do they differ? Wherein 
are they alike? How can they best be co-ordinated to serve management 
more effectively? 


In their essential elements systems work and auditing are fully 
complementary in both professional and corporate fields. They are the 
militant arms of effective internal control. The well-known definition 
of internal control, published with the blessing of the American Institute 
of Accountants, in 1949, was well constructed to stand the test of time. 
We are all familiar with it but it can bear repeating. 


“Internal control comprises the plan of organization and all 
of the co-ordinate methods and measures adopted within a business 
to safeguard its assets, check the accuracy and reliability of its 
accounting data, promote operational efficiency, and encourage 
adherence to prescribed managerial policies.” 


*Delivered at Northeastern Regional Conference in Toronto. 
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At the risk of oversimplifying a complex subject, this definition 
describes clearly two distinct aspects from which positive action flows. 
It seems to be the current vogue in accounting literature to refer to these 
as the “protective” aspect and the “constructive” aspect. The word “con- 
structive,” as used in these terms, may not be particularly suitable 
because it seems to imply, by contrast, that the protective part may be 
rather a dull, unimaginative, and unimportant type of police work— 
which it is not; and that the constructive part is dynamic, interesting 
and important—which it is. The facts are that each aspect is intrin- 
sically important and each is almost entirely dependent on the other if 
a balanced and effective job is to be done. Systems men, whether pro- 
fessional or internal, tend to become a little smug, I think, when they 
hear someone say they are the “constructive” arm of internal control. 
Auditors, on the other hand, tend, perhaps, to get a bit resentful when 
they are referred to as the “protective” arm of internal control. It seems 
to me that no auditor, professional or internal, can (or should) hold 
his job very long if he does not do a good deal about the so-called con- 
structive side of internal control. Certainly an administrative systems 
analyst, professional or internal, who fails to worry a good deal about 
the protective part of internal controls will also be out of a job very 
shortly after the first major fraud is discovered in one of his systems 
where he did not provide a built-in system of protective internal check. 


The professional accountants in Canada are, I believe, emphasizing 
the constructive aspects of internal control more and more in the con- 
duct of their practice. As a logical development of this emphasis some 
firms have established, and more are currently developing, organized 
systems and methods departments, staffed by qualified and experienced 
men who do nothing else but this type of work. While, in theory, such 
professional systems men work primarily in the area of so-called con- 
structive internal control, in practice there is a very close and well- 
integrated relationship between auditing and systems work in the pub- 
lic field. This development, now gaining momentum in Canada, par- 
allels a similar development which has been under way in many of 
the public accounting firms in the United States for quite a few years. 
in fact, I understand, that in some public accounting firms in the United 
States, the systems staff is as large as, or even larger than, the auditing 


MR. JAMES J. MACDONNELL is a partner of Price, Waterhouse & Company, and 
has been in charge of systems and methods work for his firm in Canada since 1945. He 
qualified as a chartered accountant in 1937 and subsequently was associated for some 
years with Canadian Industries Limited in Montreal. 


Mr. Macdonnell holds member in Tue Instrtute or INTERNAL Avupirors and a num- 
ber of other accounting and business associations. 
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staff. This indicates clearly the demand for a balanced service, both 
protective and constructive, for management and shareholders. 


It is quite probable that in Canada a similar development is in the 
offing in the internal administrative field. Up to the present time, in- 
ternal auditors and internal systems and methods men have been eye- 
ing each other a bit standoffishly, rather like prospective suitors for the 
same girl’s hand. There has been quite a bit written about the danger 
of the internal auditor losing his objectivity if he has to inspect a system 
which he himself designed and installed. The current thinking, as best 
I can glean it, through careful reading of the various articles in “The 
Internal Auditor” and other publications, seems to be that internal 
auditing and systems work can only be done effectively in double har- 
ness so long as the two separate staffs are kept more or less at arm’s 
length, although both under the direction of the chief internal auditor. 


Let us face the facts about this perennially debated subject. Neither 
internal auditors nor systems men, external or internal, will long sur- 
vive in any organization unless they both demonstrate clearly to man- 
agement that they are useful, necessary and productive. To the extent 
that they do their jobs well and display imaginative and constructive 
leadership in both fields, the scope of their services may steadily expand 
to the point where, for the sake of administrative efficiency alone, they 
may be better under two separate administrative heads who must con- 
tinue, neverthless, to work in closest harmony. But the state of affairs 
where internal auditing and administrative systems work are so well 
organized and have such large staffs that they must be under separate 
heads is a long way off in the average Canadian company. In fact there 
are many Canadian companies, even good-sized ones, where there is no 
internal auditing, at least under that name and style, performed at all. 
It may help us at this juncture to take a look, with historical perspective, 
at the evolution of internal auditing and administrative systems work. 


HISTORICAL BACKGROUND 


If we debate the historical recognition of internal auditing as a 
significant and recognizable entity in the accounting fraternity from 
the date of incorporation of Tue INstrruTe or INTERNAL AuptIToRs, 
then internal auditing is twelve years old. 


Now let us look at administrative systems work. By the same test, 
systems work as an organized branch of the accounting fraternity is only 
seven years old, since the Systems and Procedures Association of Amer- 
ica was only formed in 1946. It therefore follows that while both are 
quite young offshoots of professional auditing and administrative 
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accounting, internal auditing is nearly twice as old as systems work, as 
a clearly defined internal management service. As such it has very 


definite responsibilities to its younger brother. 


We all recognize that internal auditing has made very rapid strides 
in Canada, although we are also realistic enough to think that it still 
has a long way to go. In contrast I think it is fair to say that internal 
administrative systems work, as a clearly identifiable and organized 
service or function has not yet even appeared on the scene in the 
ordinary Canadian company. If this be so, then where do we go from 
here if we believe, as I do believe, that administrative systems work as 
a management service, both internal and external, has a definite, im- 
portant, and valuable contribution to make in the ordinary company. 


The answer lies in forgetting any imaginary barriers that exist 
between internal auditing and internal systems work—just as there 
are no barriers between the work of audit staff and systems staff in 
the professional accounting firm; and in getting ahead, in the most 
practical way possible, with doing a good all-round job for management. 
In other words, where there is an internal audit staff and no separately 
organized administrative systems unit in the ordinary company, ther 
it is the task of the internal audit department to take a definite interest 
in, and commence developing a practical approach to administrative 
systems work. In the majority of companies in Canada, there is no other 
staff unit better equipped to tackle systems work in the administrative 
accounting field than an internal audit department. To the extent that 
the so-called constructive application of internal control comes into 
proper balance with the protective features, then by all means recognize 
it and set up a separate systems department if the size of the company 
warrants it. If not, then continue both services as an integrated function 
under the direction of the internal audit department head. 


ORGANIZING FOR COMBINED SERVICE 


Once the policy decision has been made, and it is clearly under- 
stood by all concerned, including executive, sales, operating, and 
accounting management, that the internal audit department is to per- 
form its function actively in both protective and constructive internal 
control, then the first step is to make due allowance for this fact in the 
planning of the internal audit program and in the budgeting of the time 
of the internal audit staff. A conscientious and competent internal auditor 
will undoubtedly ensure that he has made adequate provision in his 
audit program for doing the essential protective work before he will be 
willing to devote too much time to systems revisions which are intended 
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solely, in the words of the definition of internal control, to “promote 
operational efficiency.” Therefore it is important that clear and definite 
provision be made in his program to permit him to discharge his dual 
task fairly. The percentage of total time to be allocated to definite 
systems and methods work is naturally a matter of judgment and in 
any event, will remain more as a flexible policy guide than an exact 
formula. The much more important point is that systems work—in the 
survey and design stages in particular—demands experience, skill and 
judgment. Therefore in embarking on a dual program, the percentage 
of total time allotted to pure systems and methods work by the internal 
audit staff is far less significant than the proportion of time to be de- 
voted to the subject by the head of the department and by his most 
experienced assistants. In fact, I would suggest that in launching such 
a dual program, on a planned basis, the junior or less experienced mem- 
bers of the internal audit staff should play little, if any, part in the 
analysis of systems deficiencies from an efficiency standpoint. Later, 
as the program advances, there is useful work for such men to perform— 
particularly in the installation phase under experienced direction. 


If we assume that a policy decision has been made to have the 
internal audit department devote a part of its time to administrative 
systems and methods work, let us now consider the facilities which it 
might need, the techniques which it might employ, and some of the 
areas which it might cover. 


FACILITIES 


The most valuable aid in systems, or any other type of work, for 
that matter, is, of course, experience which, in turn, implies one or more 
persons with this qualification. For purposes of discussing a combined 
internal audit and systems program in the average company, let us 
assume we do not have an experienced systems analyst in our employ 
and do not propose to engage one. Under these circumstances it seems 
to me that it is up to the chief internal auditor and his senior assistants 
to plan to deliberately devote not less than 25%, and probably more of 
their time first to a study of the basic approach and techniques of 
administrative systems and methods work. and later to the application 
of these principles. 


There are many useful aids available to assist in gaining knowledge 
of basic systems techniques. First of all there is now a very considerable 
body of literature and reference material on the subject. Then there 
are a number of regular publications, some of which are organs of the 
various business and accounting associations; collectively these contain 
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a wealth of information on existing systems and methods in all types 
of businesses. There are the accounting machine and business form man- 
ufacturers and suppliers who are usually more than willing to furnish 
both general and specific information on systems in which their products 
or services have been used successfully. There are many local, regional, 
and national conferences of systems men and administrative account- 
ants which are not restricted to members and to which internal auditors 
would be welcome. Finally, as mentioned before, a number of public 
accounting firms have established systems and methods departments 
within their organizations. Since a close liaison already exists between 
the public and internal auditors of the company, still another avenue is 
opened for coordination and mutual assistance. Let us now consider 
some of the techniques which the internal auditor might employ in car- 
rying out an integrated audit and systems and methods program. 


TECHNIQUES 


There are four basic phases in the usual systems assignment; sur- 
vey — design — installation — and inspection. The first and last phases 
are those probably most akin to the normal work of the average internal 
audit department. Design and installation of new systems is not prob- 
ably as common a task performed by internal auditors in Canada at 
present. Brief descriptions of the more important features of each of 
these phases may help us to consider the most practical way of blending 
them into the normal internal audit program. 


In professional systems work there are usually two types of surveys 
—preliminary, and detailed. The preliminary survey is usually carried 
out by a highly experienced systems analyst in a relatively short period 
of time. His principal purpose is to assess, in general terms, the adequacy 
or otherwise of the existing organization, systems, and methods of his 
client. He is not particularly interested in details at this stage, since his 
knowledge and experience should enable him to appraise reasonably 
quickly the present system and to detect areas where important changes 
may be desirable. At the conclusion of a preliminary survey the pro- 
fessional systems analyst’s findings are presented to management, who 
are then in a position to authorize such detailed work as they may see 
fit, before any substantial amount of time or fees have been incurred. 


DETAILED SURVEY 


The detailed survey, on the other hand, is a careful point-by-point 
analysis of a procedure or a method. In detailed surveys it is customary 
to employ process flow charts for each form, record, and report processed 
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in any way in the overall procedure. There are several important points 
in connection with the preparation of flow charts. The first is to select 
a particular way in which to assemble and present the information and 
then attempt to standardize on this method of presentation. There are 
many types of process charts and flow charts, some of which are much 
more suitable for industrial engineering work than for administrative 
systems work. The real test to apply is whether or not the flow chart pre- 
sentation can be understood readily by a person not familiar with the 
procedure itself. Another important point in using flow charts it to be 
sure that the information is obtained both by interview and by observa- 
tion. Often there is quite a difference between the two sources of inform 
ation. Naturally observation is the most reliable source. The third point 
is to plan the scope of the work which is to be brought under review so 
that a fully integrated sequence of flow charts covering, in due course, all 
steps of a basic procedure can be prepared in a coordinated manner. 
Examples will be given later of the sequence of transactions which 
should normally form the subject of a series of flow charts. 


The detailed survey is the technique most suitable at the beginning 
for an internal auditor who may not have had practical experience in 
systems work. The first point of integration between systems and meth- 
ods work and internal auditing, therefore, is the committing to paper, 
in the form of flow charts, of an accurate picture of a sequence of cler- 
ical operations comprising, in total, a procedure. 


ANALYSIS AND DESIGN 

The next phase combines a careful analysis of the information 
produced from the survey, and the design either of a complete new pro- 
cedure, if that is indicated, or the necessary alterations to the existing 
procedure to remedy the deficiencies. In either case considerable time 
can be saved by preparing a flow chart embodying the proposed revi- 
sions. This, in turn, should be supplemented by a written memorandum 
for the guidance of the employees whose work is to be affected by the 
changes. Both the flow chart of the proposed new procedure or one illus- 
trating the revisions in the existing procedure, and the memorandum 
of instructions for their implementation, are then ready for submission 
to the proper line authorities for approval. It will be noted that the step 
of writing a lengthy memorandum proposing the changes and then, 
after approval has been secured, actually preparing the detail of the 
changes, is eliminated. 


INSTALLATION 


The third phase is the installation of the new procedure. A point 
of vital importance is that the internal auditor, in the role of systems 
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analyst, should be an advisor to the supervisor directly responsible in 
the line organization for the administration of the new procedure. In 
my view it is undesirable and even dangerous for a systems man or an 
internal auditor to assume direct line authority in carrying out any 
phases of his work. His ability to perform the most effective service for 
his client or his company depends on his remaining always in the status 
of a competent advisor or staff man. In no other phase of systems work 
is careful planning so essential as in the installation phase. A time-table 
detailing each step of the changeover and setting forth the tasks to be 
performed by each employee participating in any way in the operation 
of the new procedure is a prerequisite to smooth and successful instal- 
lation work. It is particularly important that not only the supervisor, 
or supervisors, concerned but all clerical employees affected by the 
change in procedures be thoroughly briefed, in advance, of the new 
tasks required of them. Finally, at the time of the changeover becoming 
effective, and for some time thereafter, it is desirable that the man re- 
sponsible for the installation stand by to answer the inevitable questions 
that will arise and to iron out any snags that may occur. 


INSPECTION 


The final stage of a systems assignment is the inspection. Its im- 
portance cannot be minimized. Well designed procedures and methods 
have been cast aside because of failure on the part of the systems man 
to follow up the installation properly, and to ensure that it is working 
satisfactorily in every respect. This phase of systems work blends ex- 
ceptionally well with internal audit work. Regular opportunities are 
provided through the normal operation of the internal audit program to 
inspect every phase of new installations and to appraise objectively 
their effectiveness. Naturally it is desirable that appropriate comment, 
based on such inspection, be made in written form. For example, if a 
new procedure, before installation, is claimed to effect economies in 
clerical operations, it is highly desirable that a report be made, based 
on close inspection, to assess accurately the extent to which the savings 
have, in fact, been accomplished. Nothing inspires management to 
greater confidence in a systems program than reports stating concisely 
and fairly the comparison between the projected results of a procedural 
change and the actual results. 


Possibly even these brief comments on basic systems techniques will 
serve to demonstrate the inherent possibilities and opportunities in an 
integrated internal audit and systems program giving new weight and 
importance to the constructive features of internal control without in 
any way subordinating the protective aspects. 
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SOME SUGGESTED AREAS FOR THE COMBINED APPROACH 


The general area in any company for the application of systems 
techniques is, of course, every phase of the organization’s administra- 
tive operations. The study of any phase must be approached with a 
number of considerations in mind. These would include the organiza- 
tion of the functions themselves; the calibre and effectiveness of the 
personnel employed in the operations; the basic design of the procedures 
and methods; the inter-relationship of the procedures where they are 
contiguous to other procedures; the methods employed in carrying out 
the procedures; the objectives that they are intended to accomplish and 
the extent to which these objectives are met; and, of course, inherent in 
all of these is the appraisal of the protective internal control surround- 
ing the organization, the procedures, and the methw s. 


Let us now consider a few of the almost universal areas of systems 
study in the average company. 


The Plan of Organization: 


Not a few companies in Canada still function happily and prosper- 
ously without the use of formal and official organization charts. Be this 
for policy reasons or just inertia, an accurate portrayal of the organiza- 
tion, both as to functions and personnel, is an essential starting point 
for any study of systems. In my view, such charts are also a necessary 
part of the permanent working papers of the internal audit department. 
It seems to me difficult, if not impossible, to appraise internal control 
effectively without this basic tool. 


A carefully prepared chart of existing responsibilities and inter- 
relationships often reveals important areas for desirable improvements. 
The internal auditor, operating as he should with the maximum inde- 
pendence possible inside the corporate organization, and cutting across 
all departmental lines, is in a unique position to offer objective observa- 
tions on organization matters to the executive management. Such obser- 
vations may properly include comments as to the qualifications of per- 
sonnel, as evidenced by the condition and status of the work under re- 
view. 


The Chart of Accounts: 


The chart of accounts, both financial and operating, is the true 
nerve-center of the entire accounting system in the average company. 
A chart of accounts reflecting the most modern principles of responsi- 
bility accounting with clearly defined explanations of the function of 
each account, backed up by an effective management reporting system 
is possibly the strongest single weapon of positive internal control in 
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the average organization. This area offers a most fruitful field for 
systems study. 


The Purchasing — Stores — Payable Disbursements Flow: 

The sequence of procedures and the accounting and clerical oper- 
ations commencing with the requisition to purchase goods or services 
and ending with the discharge of the liability to the supplier, is a major 
area of administrative procedures in most companies. In undertaking 
work in this area, it is of considerable importance to study the entire 
operation of forms, documentation, records, reports, and methods, from 
one end of the sequence to the other. Included in such a study is, of 
course, the area of materials control and planning, sometimes leading 
directly into production control in a manufacturing type of enterprise. 
Despite the magnitude of the task in some companies, it is better to 
study all the aspects of the existing procedures and methods in this 
sequence, rather than to select merely one area and advance to the de- 
sign and installation stage of a new procedure for it alone without full 
study of all interlocking and related aspects. 


The Sales Order — Sales Invoicing — Receivables — Receipts Flow: 

The same remarks apply to this sequence of transactions and pro- 
cedures as to the purchasing-disbursements flow. Once again temptation 
must be resisted to select only one segment of this flow before an ac- 
curate analysis has been obtained of the complete sequence. In both of 
these major areas it is often possible, through study, to effect simplifica- 
tions which collectively may amount to substantial proportions in terms 
of clerical economy in a company’s administration. In most companies 
the analysis inevitably involves not only the accounting and treasury 
departments but a number of other departments as well, and again the 
internal auditor is uniquely authorized and qualified to initiate and 
sustain studies of this nature. 


The Forms Control Program: 


There are many Canadian companies who still do not take seriously 
the importance of a well-conceived and executed internal forms control 
program. Such a program is, of course, a vital factor in a continuing 
internal systems and methods program. Not a few companies have found 
that the institution of a forms control program has more than repaid in 
one year the entire cost of their administrative systems unit. It has al- 
ways been my claim that an administrative systems unit which recov- 
ers once its full cost of annual operation in terms of economies and 
reductions of clerical costs that would not otherwise have been achieved 
except through its efforts, has, in effect, paid for its keep indefinitely. 
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The Cost System: 


Many of the fields already suggested for study have inevitably led 
into the cost system, both manufacturing and distribution. Here again, 
in the average company, there are almost limitless opportunities for 
study and improvement. Also, a well-conceived cost system emphasizing 
in particular the control of elements of cost, combined with an effective 
cost reporting system to all levels of management and supervision with 
respect to the areas of cost over which they individually have direct con- 
trol, is one of the most effective tools of applied internal control of which 
I am aware. Unfortunately, in all too many companies, the great 
emphasis is on product costs with far too little emphasis on the kind 
of cost reports that make real sense to management. 


The Management Report System: 


The approach to a study of the management report system differs 
only in degree from the approach to the forms control program. A well- 
designed and maintained index of management reports, subject to per- 
iodical analysis, review and discussion with the recipient of such re- 
ports, has proven in many companies, not only to be a source of im- 
portant economies through the elimination of information no longer 
useful, but has also served to make top management still more appreci- 
ative of the extraordinary services which its accounting organization 
is capable of rendering. 


CONCLUSION 


This subject is almost too wide in scope to do more than touch but 
lightly on some of the key aspects. In summary, it is my belief that there 
exists in Canada an unexcelled opportunity to broaden the scope of the 
existing internal audit facilities in many companies, and thereby do a 
more effective job for management and for shareholders. I do not say, 
for an instant, that in the years to come many companies will not find 
it practical and desirable to establish administrative systems units sep- 
arate from the internal audit units. I do say that such a development 
should, in my view, come as a logical evolution when internal systems 
and methods work has fully proven itself as a valuable and effective 
internal service. The practical way to promote such evolution is, I think, 
for internal auditors to give thought to the most effective ways and 
means in which they can contribute to this development. 


I have suggested briefly, some of the facilities which might be use- 
ful to internal auditors in contemplating a development of systems work 
as a part of their present functions. I have reviewed some of the com- 
monly employed techniques in systems work, mainly to bring out the 
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points of similarity and of difference between internal audit work and 
systems work, and, finally, I have suggested areas for the inauguration 
of studies to achieve their closer co-ordination. 


In conclusion, it seems to me that the best job will be done for man- 
agement and shareholders when we, as auditors and systems men, 
whether professional or internal, pool our resources, our experience, and 
our skills to join inseparably the protective and constructive aspects of 
internal control. 


AUTOMATIC ACCOUNTING MACHINES* 


By W. P. LIVINGSTON 
Assistant Vice President, Bankers Trust Company 


Glamorous and fantastic as the potentialities of the new electronic 
machines may be, the results will depend almost entirely on the plan- 
ning. Planning the “input” and the “output” is always an essential, 
whether it be applied to bookkeeping machines, punched card tabulator 
installations, mark-sensed entry of transactions or magnetic tape record- 
ings. Planning for the electronic office of the future means analysis and 
standardization—and this can be started right now. 


INTRODUCTION 


N this paper considerable area will be covered by hops, skips, and 

jumps, starting with the need for mutual comprehension of an auto- 
matic office and winding up with the need for know-how in our present 
day systems. 


On the way we will stop off at a few way-stations of thought such 
as: offices will undergo an evolution not revolution; the significance of 
standardization; input and output as terms of today not tomorrow; the 
simplicity of well designed systems; and what can the newly available 
accounting machines do for us. 


COMPREHENSION NECESSARY TO UNDERSTAND 
THE AUTOMATIC OFFICE 


Many articles are being published today about automatic account- 
ing machines. If you exclude those whose authors have a vested interest 
in the so-called automatic office, you will find that the others lead you 
this way and that until you are lost in an avalanche of conjecture. If 
you delve into this subject enough you will feel like a man who, trapped 
beneath a giant waterfall, is faced with a three-horned dilemma: get 
used to the noise, go mad, or get out. The only practical choice in the 
discussion of office electronics is to get used to the noise, try to figure 
out where it is flowing from, and how significant the various overtones 
are to us. 





*Delivered at Northeastern Regional Conference in Toronto. 
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The noise is a mixed language. From a veritable electronic Tower 
of Babel come technical phrases, and coined words. All of it represents 
the start of a new science, the application of mathematics to the office 
routine. We must be careful to find out what the words mean if we 
want comprehension. There is always the danger that words mean one 
thing to one person and another thing to another. 


The correct meaning of words in our electronic age is so important 
that to avoid having our imaginations scattered in all directions by such 
words as magnetic, storage, flip-flop, automation, binary, and cyber- 
netics, we must keep tied at all times to a common anchor of mutual 
understanding. Coupled with the importance of knowing what words 
mean for a mutual understanding, is the more difficult task of evaluating 
what they signify. 


A businessman said to me recently, “I would give anything to know 
what electronics will bring to my field of business in the future, but I 
would give more to be sure that I am properly evaluating the little that 
I know now.” Let us, for the moment, pursue his thinking and draw 
off a statement of condition of the automatic office, as we know it today. 


EVOLUTION—NOT REVOLUTION—IN THE OFFICE 


We are continually startled at hearing the phrase “office revolu- 
tion.” Perhaps the reason for this is that those who are closely familiar 
with office practices and the needs of bookkeeping and accounting can- 
not mentally digest the concept of a revolution. We do not, however, 
feel startled at the possibility of an office evolution; an evolution that 
gradually decreases the effort necessary to keep ahead of the increasing 
volume of reports. 


We are puzzled by the statement that “the coming office revolu- 
tion will rival the industrial revolution.” Perhaps the reason we are 
puzzled is because we say to ourselves; “the industrial revolution created 
a large amount of wealth by enabling people to produce a great deal 
more goods in fewer hours with less effort. But the purpose of our offices 
is not to create a large amount of wealth by more goods; the purpose is 
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to assemble and report on facts as accurately, completely, quickly, and 
cheaply as possible.” 


Of course we must not overlook the fact that new, fabulously fast 
tools of the office will soon enable us to do many things we have never 
done before. We can, for instance, employ them to make a great deal 
more use of mathematics to establish procedures which will solve man- 
agement’s complex problems. 


Dr. Hunter of IBM mentions such computations as very probable in 
the office of tomorrow; supplying quick answers to such questions as: 
what is the most efficient use of our manpower and machines; what is 


the most economic lot size for our production, and the most economic 
inventory size. 


Insofar as electronics aide us in solving these perplexities, we are 


the gainer—but this is an addition to the office function; not an office 
revolution. 


In the magazine, American Business, last month, Herbert Brayer, 
one of its editors, wrote that after careful survey he found ten important 
facts about electronic business machines, some of which will bear noting 
here. He said that electronics will supplement rather than replace 
present equipment in the office; that its use will be expensive; that three 
to five years will pass before there is real mass production of such equip- 
ment for bookkeeping purposes; that the computing brain is still too 
dominant in the engineering thinking; that streamlining the office will 
be no cure-all; that, after all, we must make up our minds what we are 
trying to get and then standardize on the procedure to get it. 


A specific example of difficulties faced in the office is found in the 
banking business. In this field the biggest single clerical job is that of 
processing checks. In the United States at the present time banks pay 
some eight billion checks annually. Each one is handled and rehandled 
about nine times with as many controls and proofs of dollar amount. 
The clerical work involved is not similar to the distribution of expense, 
or billing of customers from internal source records, and is certainly a 
long way from any problem of abstract mathematics. It is a hum-drum 
problem; similar to the work of the Post Office; — the handling, sorting, 
and delivery of mail. Even the bookkeeping does not go beyond 2 plus 2 
is 4. While this example may seem too much of the exception type, it 
will nevertheless serve fairly to high-light the point that fantastic speeds 
of arranging, collating and computing figures, per se, are not the whole 
problem of what goes on in the office. 


If we focus on those operations which start with internally con- 
trolled basic information, and wind up producing a computed answer, 
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such as is evident in a procedure like utility billing, then we find the 
automatic office is more than a hope. It will undoubtedly prove essential 
if we are to maintain our position in this competitive “one world,” and 
the need to do so will exert a heavy influence in speeding the office 
evolution. 


THE SIGNIFICANCE OF STANDARDIZATION 


It is well established that the problems of office machines using 
advanced electronics are those of input and output. There are several 
theories as to which methods of input or output will eventually lend 
themselves to complete standardization and subsequently be the best 
marriage to reliable day-by-day production. More time will be needed 
in the laboratories, followed by lengthy field tests, before mass produc- 
tion of the eventual units can take place. Should input be punched cards, 
mark-sensed cards, punched tape, or manually coded magnetic tape? 
How often can we use that prize of all inputs—the coded, machine 
activating, source document? Should output be the flying typewriter, 
wire printing, or photography? And have you over-looked the many 
carbon copies required? 


One of the things we can do to help evaluate systems, as they be- 
come available or as they show up with flickering lights on the horizon, 
is to look right now at our present requirements through the spectacles 
of standardization. In any automatic office, from punched cards to mag- 
netic tapes, complete standardization is and will be a cardinal principle. 
This fact already has exerted an influence and spread it so widely that 
the efficiency of all clerical work, no matter what the system, has bene- 


fited. 


Standardization requires analysis, analysis raises questions, and 
questions arouse thought. Thought may result in throwing out the whole 
operation as unnecessary; and that is the best way to conclude any 
methods study. 


In an electronic standardization program there are three funda- 
mental rules which must be meticulously followed: 


1. You must decide what you are trying to attain and then plot it 
step by step in exact detail. 


to 


These steps must be so standardized that they can be coded in 
a way to activate a machine. 


3. The source information which will flow through the procedure 
steps must be coded so that it can activate a machine. 


I have purposely not used the word “electronic” in these three 
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rules to make them sound more familiar to you. They are exactly what 
has to be done right now in a punched card system. The first two areas 
define “programming,” a term used both in punched card systems and 
in electronic systems. Today if you have trouble with your tabulator, 
a service engineer is apt to look at the panel board and say “your pro- 
gram is too complex.” Fifteen years ago he would have said “you've 
got too much stuff in the board.” 


Since these three basic fundamentals are to be with us for a good 
many years as the common denominator of both punched card systems 
and electronic systems, it is important for us to realize the significance 
of this by extending the policy of standardization more than ever to 
our tabulating work. We are on safe ground here since standardization 
is the mother of efficiency. Its need will become more and more critical 


as we evolve into the realm of magnetic tapes and the complete elec- 
tronic office. 


To be able to decide which is the better buy for your company, 
you must be sure that, whether you take the punched card side or the 
magnetic tape side of the debate, you keep an unbiased point of view 
in summing up the arguments. You must compare on an equal basis; 
you must have your punched card systems on the same level of ultra- 
standardization as will be mandatory with magnetic tapes. 


The fact is that anything we can do tomorrow with high speed 
magnetic tapes, storage drums and electronic brains in the nature of 
customary office work, we can do today with punched card equipment 
already available. The difference is that magnetic tapes get there 
“firstest with the mostest.” But they may also get there with the costliest. 
Thus punched card systems will not necessarily tarnish and lose their 
gloss with age; but on the contrary, become more and more attractive 
for some time to come. 


NEWLY AVAILABLE EQUIPMENT 


As we move forward, then, through this evolution with the com- 
mon denominator of completely standardized procedures, it is important 
for us to keep up to date with what is available right now in the way 
of new mass produced machinery which can be relied upon to perform 
year after year in your office and mine. 


Most of you are familiar with standard punched card equipment 
that has been available for some time, and more or less familiar with 
the more recent machines. Let us escape from the theoretical for a 
moment, be reviewing some of the newest available equipment. 
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In the last few years, automatic accounting machines have been 
improved by better key punches, calculators, and tabulators. 


In the area of card reproduction which is so important to punched 
card systems, a new accumulating reproducer embodies the feature of an 
adaing and subtracting machine with the ability to hold cards on the 
punching side while passing them at 200 a minute through the reading 
side. We have here the possibility of high speed summarizing. 


A typewriter tape punch and its companion converter offer possi- 
bilities of automatic source material which may be as good a way as 
any for solving that input problem. Its delivery time is 2% years. 


In the calculating field, one electronic calculator is now fairly well 
known with some 2,000 in operation. This machine has also been con- 
nected to a tabulator and a storage compartment to create the card pro- 
grammed calculator. 


One calculator has a magnetic drum attached with a capacity run- 
ning to 20,000 digits. This is perhaps the most recent step forward in 
our office evolution and strikingly enough illustrates the point of the 
cost of progress. This machine rents for a price between $44,000 and 
$50,000 a year in New York City. 


If you really want to calculate in a big way, the IBM #701 is 
available at about $150,000 a year in New York, including services of 
three technicians, or Remington Rand’s Univac is being produced and 
sold at prices running around a million dollars. 


Many companies, notably IBM, Remington Rand, Underwood, 
Burroughs, National Cash Register, Monroe Calculator, R.C.A. and Ray- 
theon, are experimenting with electronic computers, high speed printers 
and various methods of electronic scanning. 


So far the laboratory trend into these super electronic devices has 
pointed toward a centralized installation. This trend is established by 
the high cost of the equipment. In an office where complex work must 
flow on schedule it is questionable whether there will ever be universal 
acceptance of the single central installation, but rather a demand for 
several individual installations composed of standardized units, custom 
assembled to perform specific functions. 


This brief review of newly available punched card machinery cov- 
ers a tremendous range of costs. On a rental basis, we have been discus- 
sing a spread from $2,000 to $150,000 annually according to the 
machine. 
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These prices emphasize the importance of evaluating and rethink- 
ing our work steps. 


Two of these work steps we have already called by their newest 
names: “input” and “output,” and they can bear a quick examination. 


INPUT AND OUTPUT—TODAY'S SURVEY, NOT TOMORROW'S 


The problem of output is simpler than the problem of input prin- 
cipally because there isn’t as much of it. Visualize the great mass of 
data that goes into your bookkeeping systems and then think of the rela- 
tively small amount that comes out. 


Output on a mammoth scale is encountered generally only in oper- 
ations which precede a mailing operation, involving name and latest 
address, plus a limited amount of up-to-date numerical information. 
Examples are, utility company bills, insurance company premium 
notices, magazine and book club subscriptions, and mail order company 
mailings. 


From the standpoint of internal accounting, output is reasonably 
well solved right now. One tabulator, for instance, operates at a rated 
speed of 9,000 lines an hour with 120 characters on each line with most 
of the usual typewriter symbols available in each printing position. 


If you are concerned with output involving name and address, one 
addressing machine performs satisfactorily at a rated speed of 6,000 im- 
pressions per hour, providing full stencil plate capacity with an adding 
machine list and the punching of holes in a tabulating card. 


The major problem remains on the input side, with the hope that 
analysis and planning can do a great deal to alleviate it. How standard 
are your source documents from which an operator key punches inform- 
ation? Have you standardized them to the point where a punched tape 
can satisfactorily make a recording at the time of original typing? How 
much mark-sensing are you doing, or are you still suspicious of the 
“magic pencil” that gives a clerk mastery over the accounting machines 
in a simple check-off motion that can be part of a verification? 


At Bankers Trust Company our work schedule right now includes 
over 25 functions that use mark-sensed cards as automatic inputs. 


Your input sources should be carefully surveyed; not tomorrow, 
or the day after — but today. Any improvement in them will hit your 
punched card systems with the same impact as later on they may hit 
your magnetic tape systems. 
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KNOW-HOW AND SIMPLICITY 


Punched card and magnetic tape systems have another thing in 
common. They will respond to know-how on the part of your staff and 
will balk like a stubborn mule at any lack of it. 


Know-how finds the one best way of doing things. When that one 
best way is established, it will undoubtedly have that peculiarity com- 
mon to all good systems; its production schedule will be simple to under- 
stand. 


Such simplicity is a great asset, whether you think in terms of staff 
training or in comprehension from the view point of management, and 
it applies to punched card and magnetic tape systems as well as to cler- 
ical procedures. 


Think of television. You fiddle with a couple of knobs and either 
get a wrestling match or a roller skating derby, or you phone for the 
service man. It is perfectly simple to explain, even to a child. Immaterial 
in your explanation is the overwhelming fact that behind the scenes of 
the knob twirling is the transmission of electric impulses in a strangely 
different world of research, engineering standardization, production, 
installation and maintenance. So it is also immaterial when you explain 
how simply a card can be mark-sensed or a tape record punched from 
a typewriter, that behind the scenes is a similarly strange new world. 
What is important from a methods view-point is that it works properly 
hour after hour, day after day, week after week. 


Whether or not an internal auditor derives any comfort from con- 
templating this strange new world behind the scenes, depends on his 
temperament. Since punched card and electronic know-how in planning 
and production must by its nature extend to auditing, so perhaps a whole 
new type of job is being born—the electronic-trained auditor—who can 
go behind the veil, conduct his own tests and be satisfied that output is 
true to input and has not perpetuated fraud with an attractive but stray 
wandering circuit. 


We need know-how desparately to help us decide whether to con- 
tinue with the old, invest in the present, or wait for the future. 


KNOW-HOW AND THE PRESENT 


I would like to call your attention to the fact that there is much 
unexplored ground in what is available in the present. Let us take that 
old-fashioned, sedate system called punched card accounting. 


At Bankers Trust Company we recently restudied our installment 
loan procedure and came up with a new idea in punched card methods. 
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An installment loan punched card system has the benefit of being 
able to post its ledgers with that dream of all methods men—the punched 
tabulating card. But there has always been a missing link—it has a 
name familiar to you—it is the historical ledger sheet. 


In our Bank we have about 100,000 installment loans, but main- 
taining 100,000 punched card controls and 100,000 transfer posting 
ledgers in a system of small monthly fixed amount payments has never 
been appealing, and our estimates showed an unattractive cost total. 


But suppose we could do the whole thing with 25,000 control cards 
and 7,000 ledger sheets? The whole concept changes and becomes chal- 
lenging. Here possibly is a really adequate low cost system, and if so it 
is what we propose to do. 


It will be accomplished by maintaining the balances of four loans 
at a time on one control card. Similarly, four accounts will be transfer- 
posted from a single line by setting up that many accounts in tandem. 
Each block of these four accounts in tandem can be repeated four times 
to give us 16 complete historical records on each ledger sheet. 


From the 25,000 control cards furthermore we can quickly and 
easily make an analysis of loans for reporting purposes. By using one 
of the new quick photographic systems we can provide inexpensive 
transcripts of any historical record which might be needed for credit 
purposes or refinancing needs. 


We have not yet put this system into production but our tests are 
so favorable that we are moving rapidly toward a pilot installation 
aimed toward the conversion of our entire installment loan system. 


From the simplest clerical system to the most expensive magnetic 
tapes there will always be these new techniques which can be brought 
to light. They will be brightly illuminated if you hold the magical 
torch of know-how high enough to disclose them. 


As you extend these new techniques and as you apply the faster, 
more versatile machines of tomorrow, the low-level office worker will be 
eliminated. 


The measure of your achievement in developing an efficient office 
will be in direct proportion to the intelligence of your staff. The suc- 
cessful automatic office will evolve through the know-how of your own 
people rather than from the performance of machines. 








IT’S THE COMPANY’S INTERNAL 
CONTROL 


By JOHN J. IRVINE 
Manager, Arthur Young & Co. 


The original concept of internal control was that it was more or 
less an anti-fraud device, principally concerned with checks and bal- 
ances in organization and procedures. With the development of the 
“responsibility” plan of corporate organization, the philosophy and ap- 
plication of internal control has broadened to cover a large part of man- 
agement’s control over the various operations of a company. 


As the responsibilities of the control structure are increased, it is 
ever more essential that the structure be adequate, up-to-date to meet 
management requirements, and effectively maintained. 


A number of years ago the late Victor H. Stempf delivered an address 
entitled, “Whose Balance Sheet Is It?” which later appeared in the 
May 1941 issues of the New York Certified Public Accountant and The 
Controller. This address was made at a time when doubts remained in 
some minds as to whether management or the public accountant was 
responsible for the preparation of the financial statements of a company. 
During the intervening years the principle that financial statements 
are the primary responsibility of management has been firmly estab- 


lished. 


It seems appropriate at this time to discuss the company’s primary 
responsibility for its internal control, since one gains the impression 
that there are some lingering doubts as to whether management or the 
public accountant has the responsibility for establishing and maintain- 
ing internal control. It should be emphasized that the doubts find expres- 
sion in the audit approach (and the reception accorded this approach) 
rather than in any discussion of principles. 


The public accountant usually finds that the average company does 
not have a written description of its system of internal control. Conse- 
quently, to fulfill his responsibility for reviewing and making tests of 
the system to form an opinion as to the scope of his examination, the 
public accountant prepares as part of his working papers an outline or 
a detailed description of the company’s internal control. This practice 
has been so firmly established over the years that most public account- 
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ants utilize printed questionnaires as a convenient means of obtaining 
the necessary information. Generally, it is not common practice to fur- 
nish the company with a copy of the information obtained although, of 
course, oral or written suggestions for improvement are made. 


At this point, it should be noted that the purpose of this article is 
not to condemn or to cast any shadow on existing practices. Rather the 
purpose is to stress the fact that the primary responsibility for internal 
control rests with the company and to mention certain basic elements 
connected with that responsibility. 


IMPORTANCE OF CONTROL 


Initially, the importance of internal control should be recognized. 
Montgomery and his associates in their book Auditing state: “Pro- 
cedures of internal control are those which safeguard the assets of the 
company, check the accuracy and reliability of its accounting data, pro- 
mote operational efficiency, and encourage adherence to prescribed man- 
agerial policies. Management exercises control of all operations of the 
business. It determines its policies and makes its decisions largely on 
the basis of financial statistical data furnished by the accounting depart- 
ment. It is of great importance, therefore, that such data be reliable.” 
The following statement is made by the Committee on Auditing Pro- 
cedure of the American Institute of Accountants: 


“The primary responsibility for safeguarding the assets of con- 
cerns and preventing and detecting errors and fraud rests on man- 
agement. Maintenance of an adequate system of internal control 
is indispensable to a proper discharge of that responsibility. 

“The protection which a properly functioning system of in- 
ternal control affords against human weaknesses is of paramount 
importance. The check and review which is inherent in a good 
system of internal control reduces the possibility that errors or 
fraudulent attempts will remain undetected for any prolonged per- 
iod and enables management to place greater confidence in the relia- 
bility of data.” 


The above quotations reflect in general the public accountant’s 
attitude toward management’s responsibility for internal control. The 
financial executive’s viewpoint is expressed by Victor Z. Brink when 
he asserts: 


“Internal control refers to the design and utilization of all of 
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the means whereby, from a financial standpoint, management is 
enabled most effectively to safeguard the company’s assets, admin- 
ister the current operations and plan for the future.” 


On the same subject Bradford Cadmus and Arthur J. E. Child have 
this to say in a book entitled /nternal Control Against Fraud and Waste 
developed as a project of Tue Instirute or INTERNAL AUDITORS: 

“*** we conceive of it (internal control) as applying to those 

controls over a business which are set up to implement manage- 

ment’s plans and philosophy in respect to basic business structure 
and operation.” 


Now if internal control is as important as the above authorities 
indicate, then it is the most important single function of the company’s 
principal financial executive. Certainly, safe-guarding assets and pre- 
venting and detecting errors and fraud are important. It is certainly 
important that reliable data be furnished to management as a basis for 
policies and decisions. It is essential that every company have a sound 
system of internal control and the existence of such a system is the 
primary responsibility of the principal financial executive. 


MAINTENANCE OF CONTROL 


It is even more important to make certain that the system of in- 
ternal control be adapted to current conditions. It should be recognized 
that changes in company operations, in organization alignments, and in 
other conditions usually require revisions of internal control. Too often 
the “new broom” installs an adequate system of internal control and 
then relaxes for the balance of his term in office. An outmoded system 
is extremely dangerous because it is being relied upon and that reliance 
creates a sense of security that is nonexistent. It is better to recognize 
the inadequacies of a system and to compensate for those inadequacies 
than to depend wholly upon a system that is no longer current. 


This brings us to the most important point of all. The financial 
executive must make certain that the system of internal control is func- 
tioning properly on a day-to-day basis and that matters brought to light 
by the system are being adequately investigated. It is essential to have 
a current system but it is even more essential to ascertain that the system 
is functioning properly. Controls that fail to function result in a com- 
plete waste of the time and effort devoted to developing the system and 
also result in losses to the company. 


*Victor Z. Brink, “A Program for Effective Internal Conrtol,” The Internal Auditor, 
March 1952, p. 9. 
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LAXITY IN OPERATION 


We read too often of frauds which come to light only after the 
defaulter has made a glaring mistake in the conduct of his own “system” 
or confesses to relieve a troubled conscience. Later investigations usually 
reveal that the defaulter left a broad trail, but no one was alert enough 
to notice it. Frequently, when initials do not appear in the required 
space on a form, the employee examining the form for the initials says 
“Well, Joe missed another one.” He then goes to Joe who initials the 
form while he laughingly remarks “I guess I was asleep.” It does not 
occur to either employee that the form might be fraudulent and that a 
defaulter made the mistake or overlooked this phase of the internal con- 
trol. 


Executives who are authorized to sign checks frequently exercise 
such authority in a perfunctory manner. Their sole objective is to finish 
the chore as quickly as possible. Supporting papers are hurriedly scanned 
or disregarded. The check signing becomes a laborious routine and no 
thought is given to the possibility that certain checks may be fraudulent. 
An instance comes to mind where the president of a company failed 
to sign several Christmas bonus checks which he gave to employees per- 
sonally (the system of internal control provided that all checks were to 
be examined for signature before distribution but the president had 
decreed an exception in the case of the bonus checks). In addition, the 
bank paid the checks without noticing that they were unsigned. 


It would appear that all employees who are members of the internal 
control team should adopt the attitude of the legendary accountant who 
was passing a field of sheep while riding on a train with a friend. In 
reply to his friend’s remark that the sheep were shorn, our accountant 
asserted, “Well, they are on this side.” 


CHARTS AND WRITTEN PROCEDURES 


The importance of events and matters is generally evidenced by 
man’s desire to give them permanence in writing and so should it be 
with a system of internal control. As has been proved countless times, 
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word-of-mouth transmission is not generally a reliable means of pre- 
serving original pronouncements. The value of a sound system will 
soon be lost if the company does not prepare a usable written description 
or a series of flow charts of the system. It will frequently be advan- 
tageous to combine a written description with a series of charts. As in 
the case of the system itself, it is essential that the description be kept 
up to date, always reflecting the current system. Such a description 
should be in the hands of each major executive and each key accounting 
employee. Furthermore, every member of the internal control team 
should thoroughly understand his function in the system and the reli- 
ance that is being placed on him. 


The next question is: What is the best way to devise and to install 
a sound and currently effective system of internal control and to prepare 
a usable written description or a series of flow charts of the system? Since 
each company’s requirements are different, the best approach is to take 
advantage of the advice of recognized authorities and then to devise and 
to install the system which best fits the company. It is, of course, possible 
that one of the ready-made systems which are contained in the internal 
control bulletin, the case studies of the American Institute of Account- 
ants and in other publications can be adapted to the Company’s require- 
ments. 


The internal control bulletin is required reading for anyone con- 
cerned with the problem of internal control. This excellent bulletin 
deals with the elements of a properly coordinated system of internal 
control and the importance of internal control to management and to 
the public accountant. It contains ten graphic illustrations of organiza- 
tion and procedural flow charts with which the financial executive 
should be familiar. However, as these charts are somewhat elaborate it 
should be pointed out that one does not have to be an artist to prepare 
a procedural flow chart. The following drawing will adequately depict 
the movement of a form from one department to another: 
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It can also be drawn in pencil on a columnar worksheet with adequate 
space for explanatory details. 
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DEVELOPMENT AND REVIEW 


It would be helpful to read Curtis T. Atkisson’s article “Review of 
Internal Control” which appeared in the december 1950 issue of the 
Internal Auditor and Victor Z. Brink’s article which was cited pre- 
viously. Mr. Atkisson sets forth the approached used by a large com- 
pany in reviewing and revising its system of internal control while Mr. 
Brink deals with the elements which comprise internal control and the 
need for a continuous review of the internal control system in the light 
of changing conditions. 


If more information is needed there are a number of other author- 
itative sources of internal control information—certain of which were 
quoted previously. Further research will reveal these sources. 


As with every other problem it meets, the company should first 
look to its own organization for individuals capable of doing the required 
work. Surprising discoveries of talent may occur. The internal auditor 
or the internal auditing department, if there is one, should be able to 
supply valuable information concerning the needed personnel. However, 
since the internal auditor has his particular function in an organization 
he should not, as a general rule, be called upon to devise the system 
which he will later be required to review and to evaluate. 


If the company finds it must turn to outside help, the independent 
public accountant is well qualified to handle the matter. He stands ready 
to assist the company in devising and installing a system and in prepar- 
ing a proper description and flow charts of the system. In any event, 
the public accountant stands ready to make suggestions for improve- 
ments developed by him during the course of his audit or as a result of 
specific studies. 


Again, it should be stressed that the company has the primary 
responsibility for assuring that it has a current system of internal con- 
trol and only the company can make certain that the system is function- 
ing properly each day of the year. 


If it now has a detailed description or series of charts which sets 
forth its current system of internal control, the public accountant in 
the conduct of an audit can confine himself to his proper responsibilities 
—reviewing and making tests of the system to form an opinion as to the 
scope of his examination and recommending improvements in the 
system. 








INTERNAL AUDITORS’ REPORTS* 


By ALFRED L. PILSON 


Assistant Comptroller and Auditor, Jos. E. Seagrams & Sons, Inc. 


The audit report is the medium through which the auditor evi- 
dences the value of his work to the rest of his organization. Reports can 
be technically accurate, complete in detail, with well-founded construc- 
tive criticism—and yet be so uninteresting that they will receive mini- 
mum attention. Good reports will concentrate on matters which are 
important and constructive; they will be factually correct, clearly and 
interestingly written in simple, understandable language and as free as 
possible of technical jargon. Above all, they will be as brief as is possible 
for adequate presentation. 


H L. MENCKEN once wrote in his column “Accountants are the 
e wisest of men. Once, working as a newspaper reporter, I covered 
one of their assemblages and in four days I didn’t hear a single foolish 
word. What they said was sober, sound and indubitable, but it was also 
as flat as dishwater.” 


W. T. Baxter in his book “Studies in Accounting” states “the warm- 
est admirer of accounting could, alas, scarcely claim that its writings are, 
in general, either graceful or sprightly. A most unfortunate tradition has 
grown up that soundness must be dull.” 


These observations tie in with the cartoonist’s conception of the 
dull, lifeless, round-shouldered, near-sighted, bald accountant with the 
green eye shade and the harassed expression. You and I know that the 
physical charges are untrue. We do not wear eye shades. As individuals, 
our record is as good as the next fellow’s in being welcomed as guests 
at social functions; we’ve done a pretty good job in meeting and marry- 
ing attractive women and raising fine families. We have even had a 
playboy or two in the profession. But when it comes to accountants’ 
reports, the observations are not unwarranted. By and large, our let- 
ters and reports are flat. They are dull and uninteresting, and because 
of this they lose effectiveness. In any discussion of our reports, there- 
fore, it seems we must concern ourselves not only with the material con- 
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tent of the reports but, equally important, with the manner in which 
the reports are written. And by that I mean style, grammatical construc- 
tion, clarity, conciseness and all the other elements which contribute 
to the readability of the reports. 


What are we doing to improve our report writing? How many of 
us have ever sat back and said “How does my writing read?” I know that 
our public accounting cousins have taken quite a serious view of the 
problem and are devoting a good deal of effort and expense in their 
staff training programs to the development of the writing ability of 
their staff members. Not very long ago I had some personal experience 
with such a program as a member of the staff training committee of a 
large firm of CPAs; the importance of report writing in that firm’s 
thinking is evidenced by the fact that more time was devoted to this 
subject in their program than to any other. Several years ago, the Com- 
mittee on Education of the American Institute of Accountants offered a 
prize for the best essay on training of staff accountants in report writing. 
In an editorial in the Journal of Accountancy in August 1951 the state- 
ment was made that there is no doubt that the subject of good writing 
should claim a larger share of the attention of practicing accountants 
than they have given it. 


IMPORTANCE OF REPORTS 


Can the internal auditor take a less serious view of his reports than 
the independent public accountant? Certainly no. On the manner in 
which a report is written and on its subject matter may depend the re- 
sults of a job to which we have devoted many hours of effort and many 
dollars of audit costs. Our internal audit report constitutes the formal 
record of the results of our investigation, and to prepare it in a manner 
consistent with the quality of the audit itself is highly important. Man- 
agement has only one method of judging the effectiveness of the internal 
audit department. That is by the quality of the audit report and by its 
material content. Management is not going to review our audit working 
papers, and except, in rare instances. is not going to ask us to report 
orally on where we went, what we did, what we found and what we 
recommend. Management expects a written report and, if we wish to 
have it read and acted upon and if we value management’s good opinion 
of the importance of our work, we should exercise the greatest of care 
in our report writing. 


A report should be clear, it should be correct, it should be concise. 
What do we mean by clarity? Simply this—everything we say should 
be so worded that it can not only be readily understood by the reader 
but that it can in no way be misunderstood. A correct report is one in 
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which all facts are exactly stated, in which the report construction con- 
forms to generally accepted rules of grammar and in which all words 
are used in the correct sense. Conciseness requires that we use as few 
words as are consistent with completeness and good writing style. Our 
reports should read smoothly. Some people in trying to be concise go 
too far and end up by being brief to the point of leaving out important 
facts or omitting words necessary to proper construction. Conciseness 
should never result in the omission of either facts or words which are of 
value in your report; it should, always, however, result in the omission 
of those not of value. 


The importance of being courteous and tactful should be empha- 
sized. The use of blunt and harsh words may accomplish a desired objec- 
tive but they will also make the auditor a most unwelcome visitor the 
next time around. Although our work is intrinsically of a critical nature, 
careful wording of a report will aid in nullifying the reistance we often 
encounter. 


USE OF SIMPLE LANGUAGE 


Writing style should be carefully considered in constructing our 
reports. We should avoid the use of showy language, excessively long 
words and unfamiliar figures of speech. Triteness in business writing 
used to be accepted as good form when grandmother wore hoop skirts. 
The old chestnut “Yours of the 26th inst. received and contents duly 
noted and in reply we beg to state — —- —” does not appear very often 
today in business correspondence but we still find it on occasion. Let’s 
make certain that all types of trite expressions are eliminated from our 
reports. 


H. W. Fowler’s book, “A Dictionary of Modern English Usage” 
contains numerous little discussions of general topics dealing with the 
use of words. One which I think we should all keep in mind is quoted as 
follows: 


“Avoidance of the obvious is very well, provided that it is not itself 
obvious. If the reader can find no better answer for your use of a flowery 
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word or expression than that you are attempting to show yourself as 
an epicure of words for whom nothing but the rare is good enough, 
or yet worse, that you are painfully endeavoring to impart some much- 
needed unfamiliarity to a platitude, his feeling towards you will be 
something that is not admiration. The obvious is better than obvious 
avoidance of it.” 


Let me give you an example. This is taken from a letter written 
by an internal auditor and illustrates sharpness of tone as well as unwar- 
ranted use of showy language: 


“Since 1938 we have striven to make uniform the reporting at all 
plans and to procure data suitable for our financial accounting needs. 
It has been a continuous struggle and one during which the same aber- 
rations appeared with regularity. When we sent the original version 
of the model working papers to the plants in May, 1943, we covered 
the matters which our experience indicated needed attention. The prin- 
ciples enunciated therein were observed with little or no consistency. 
Your conspectus, however, may attain the desired results, namely, uni- 
form, accurate reports.” 


How would you, as a member of management, react to someone’s 


reference to your conspectus or to the appearance of aberrations with 
regularity. 


A word about the use of technical language. We should never as- 
sume that the reports we write for management will be read by people 
who are familiar with technical accounting terms as we are. Many 
executives whose functions are not directly concerned with accounting 
nevertheless have some knowledge along those lines. Others do not. Our 
reports should be pointed in the direction of the reader with the least 
knowledge of our technical language and accordingly should contain 
as few technical expressions as possible; with a little extra care I believe 
we can write them with none. The principles of simple language, used 
smoothly and interestingly, are just as important in an audit report as 
they are in a newspaper article. 


CONTENT OF THE REPORT 


In recent years there has sprung up the concept of management by 
exception. Under this concept the busy executive is not burdened with 
a mass of reporting material describing all the details of the thousand 
and one matters arising in business all of the time. So long as operations 
take place according to plan as set forth in approved budgets, forecasts, 
and standards of performance, there is no need for corrective action or 
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top management consideration. It is the exception that calls for attention. 
Consequently the executive is given reports only on exceptional mat- 
ters, coupled with some highly condensed summaries of operating re- 
sults, and is able to assume that activities are proceeding normally as 
planned unless a report to the contrary is received. Why can we not 
apply this principle in our reporting material? 


Certainly our busy executives do not care to read in our reports 
that we counted the petty cash funds, reconciled the bank accounts, con- 
firmed receivables, priced and counted inventories, vouched changes in 
various asset and reserve accounts, checked depreciation calculations, ex- 
amined x number of vouchers, approvals, etc. Where we went, what 
we did and how we did it does not in my opinion call for detailed com- 
ment in an internal auditor’s report to management so long as our 
activities conform to a plan of procedure which follows generally ac- 
cepted auditing standards and agrees with management’s advance under- 
standing of what our work entails. I believe that an internal auditor’s 
scope of examination should at most receive mention in the report in a 
brief one or two sentence paragraph even if he merely says that the 
examination was carried out in accordance with the procedures outlined 
in the audit manual. 


In selecting comments for inclusion in a report, those of relatively 
minor importance resulting from non-recurring clerical inaccuracies 
which are corrected in the field when pointed out do not generally 
require mention unless they indicate a weakness in control or a continu- 
ing violation of procedure. A general condition which needs corrective 
action should be pointed out regardless of the immediate dollar amount 
involved. Correction of a control deficiency when discovered may avoid 
a more serious error in the future when the dollar effect might have 
greater significance. 


In presenting the important findings, sufficient background inform- 
ation should be included to present the facts accurately so that the reader 
may readily understand the problem. It should not be necessary for 
management to ask for additional material for a complete understand- 
ing of an unsatisfactory condition before instituting corrective action. 
Generalities in presenting facts should be avoided. Cases should be des- 
cribed with specific examples and actual dollar amounts. 


Many of us, particularly when on an out-of-town assignment, 
finish our job and make the last tick mark about fifteen minutes before 
the plane or train we are shooting for is scheduled to leave. We grab 
our papers, bags and hats and dash madly for a cab so that we can get 


Internal Auditors’ Reports 51 


out of town and enroute home. When we get back to our home base we 
sit down and put our papers together and begin to write our report. 
Sometimes, our chief who has been impatiently awaiting our return tells 
us to get off on another job and postpone the report preparation. Those 


who operate in this manner are asking for trouble and some day will get 
it. 


An audit report should be written in the field, on the job, and al- 
ways cleared with local management before leaving the iocal plant or 
office. I don’t care how far the budgeted time has been exceeded or what 
other important matters may require the attention of the man on the 
job. Local management has the right to expect that you will review the 
results of your work with them so that they may express their views on 
what you plan to include in your report. If they disagree with your 
findings or recommendations and you nevertheless intend to present the 
subject matter in the report, the comments and areas of disagreement of 
local management should also be presented therein. Auditors have been 
known to be wrong on occasion. It is far better to have an inaccuracy 
pointed out before it gets into the final report submitted at the head 
office than to have it refuted after you have gone on record officially. 
The report need not be in final form when reviewed locally but all of 
the essential material should be drafted and fully discussed before you 
leave. Fail to do this and you are sitting way out on a limb. 


ANNUAL REPORT 


I suggest that the internal auditing department, in addition to its 
current reports on specific engagements, should prepare an annual re- 
port of its activities summarizing its operations for the year. Here we 
should go into some detail as to the extent of our coverage during the 
period, summarize our findings and recommendations and the action 
taken thereon. The annual report gives us the opportunity of making 
additional recommendations of a company-wide nature which might 
not have been apparent during the course of individual investigations. 
An example along these lines is the following, taken from an actual 
report: 


“We recommend that a thorough study should be made of the tabu- 
lating machine installations in all of the offices and plants of the com- 
pany because these installations appear to have been made without ade- 
quate consideration of our general requirements. To illustrate some of the 
matters which came to our attention during the course of our examina- 
tion during the past fiscal year of the accounts at the several plants and 
offices, we found that at two of the plants, namely, Philadelphia and 
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Trenton, complete tabulating installations are in use, and at each plant 
the percentage of unused machine time is unusually high. Since the 
plants are comparatively close to each other, we believe that a study 
may reveal that the installation at Philadelphia could perhaps do the 
necessary work for Trenton, and thereby reduce substantially the 
machine rental and payroll costs. Since these plants have a teletype com- 
munication system, much of the information requiring tabulating appli- 
cation could be transmitted by wire from Trenton to Philadelphia where 
the required machine work could be done. We noticed also that certain 
of the statistics which are prepared on the tabulating equipment at 
all of the plants are also required in the New York head office. We be- 
lieve that a study will result in determination whether the information 
contained in the tabulating cards at the plants is unnecessarily dupli- 
cated in New York. We noticed also that a number of detailed records 
and reports prepared in the New York office, such as the departmental 
cost statements, the reports of selling expenses by territories and offices, 
and the details of general and administrative expenses are maintained 
or prepared by manual methods, although the basic information is con- 
tained in punched cards prepared at the original source of accounting 
entry.” 


Tue InstirutTe or INTERNAL AuprTors includes in its description 
of the nature of internal auditing the statement that “it is a type of con- 
trol which functions by measuring and evaluating the effectiveness of 
other types of control.” Therein lies one of the more important services 
which we can render to management. The inclusion in our reports of 
comments relating to internal control or systems improvements can 
lead to greater protection of company assets, increased reliability of 
accounting and statistical data and possible reduction in administrative 
costs. 


At this point, I should like to support what I believe is a minority 
view of the position of the internal auditing and the systems and pro- 
cedures functions in an organization. I believe these two functions 
are so closely allied that they should be placed under one responsibility. 
Many of the suggestions appearing in audit reports relate either to sys- 
tems matters or to internal control deficiencies. The auditor who is not 
alert to detect flaws in his company’s record-keeping system or in its 
controls falls short of being a high caliber workman. , 


I do not mean that internal auditors should also be used as systems 
people. There should be two distinct groups, but the head of each should 
report to a single executive who is thus able to coordinate effectively his 
systems projects with his internal audits, with the auditors pointing 
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out the flaws, the systems people designing the means of correction and 
the auditors subsequently reviewing the corrective measures in action 
to see that they are operating effectively. 


APPEARANCE 


In bringing to a close my thoughts on audit reports, I should like to 
comment briefly on the physical aspect of the final report. The internal 
auditor has a product to sell and that product is constructive service 
to management. The package in which the service is delivered is the 
internal audit report. Being in the whiskey business, I am naturally 
influenced by the effective packaging job. Even though we in Seagrams 
have the best products in the industry, we wouldn't dare to try to sell 
them in milk bottles wrapped in newspapers. Similarly, with internal 
audit reports, I believe that consideration to the packaging job should 
be given serious attention. Our reports should always be well typed on 
good quality paper and should be bound in report covers. Perhaps this 
point is elementary, but I have seen poorly typed internal audit reports, 
unbound reports with pages merely stapled together, or held only by 
a paper clip. I hope no one ever submits a hand written report. The 
reports we issue should be professional in appearance as well as in con- 
tent so that the reader may not be adversely impressed by the physical 
composition. 








TRENDS IN INTERNAL AUDITING’ 


By CHARLES J. GHESQUIERE 
General Auditor, The Detroit Edison Company 


There can be little question that the trend of internal auditing is 
toward greater scope of operation and correspondingly greater responsi- 
bility. Consideration of past position and recent progress is valuable 
in considering present status and in determining future trends. The 
international president of Tur InNst1iruTE or INTERNAL AupiTors dur- 
ing 1952-53, uses the results of the survey of InstrruTe membership and 
the practices in his own company to illustrate current trends and future 
expectations. 


HERE are many conflicting opinions about the role of the internal 

auditor, resulting from many varied practices in different industries 
and from varied academic and theoretical opinions. The most authorita- 
tive reference available to indicate the responsibilities of internal audi- 
tors is the “Statement of Responsibilities of the Internal Auditor” pub- 
lished by Tue Instirute or INTERNAL Aupirors in 1947. This state- 
ment was accepted and endorsed as a fair and considered statement of 
the responsibilities of the internal auditor at the stage of development on 
the publication date in 1947. 


We all know that practices vary considerably in different industries 
and companies, and that practices will also change from year to year. 
Since internal auditing is a well developed, modern and expanding pro- 
fession, we should expect to see many changes occur. These changes 
will be in the area of general responsibilities as well as in detailed prac- 
tices and procedures. Although internal auditing has been operating 
for many years, I believe that it has made its greatest progress in the last 
decade, and that the activities of internal auditors through Tue Inst1- 
TUTE OF INTERNAL Auprtors have played an important part in this 
development. 


It is probably well for us to occasionally ponder over the general 
trend of internal auditing activities. In order to do some constructive 
thinking about this, we need to know what other companies have done 
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and to review the situations within our own companies. The recent sur- 
vey of the membership of Tue Instrrutre or INTERNAL AupiToRs on 
internal auditing practices in industry is the most current record avail- 
able. This survey was conducted under the direction of the Committee 
on Internal Auditing Principles and Practices. A summary report is 
given in “Education and Service to Management,” which is the publica- 
tion covering the addresses presented at the 11th Annual Conference 
of Tue Institute in St. Louis. In this paper, I will make frequent 
references to this survey. 


When evaluating the trends in internal auditing, I like to observe 
the changes in my company, The Detroit Edison Company. Because 
frequent references will be made to practices in my company, I will 
begin with a brief summary of its business: 


1. We conduct principally an electric lighting and power business 
in Detroit and adjacent territory. The territory covers an area 
approximately within a radius of 100 miles of Detroit and a 
population equivalent to one-half the State of Michigan. 


to 


We have a central general office and seven sales department 
district offices. There are about 90 commercial offices, 35 ware- 
houses, 5 power plants and numerous other properties. 


3. We have 65,000 stockholders, 11,000 employees, over one mil- 
lion customers, and gross revenue of about 175 million dollars. 


MANAGEMENT 


First, let us take a look at the trend with respect to the internal 
auditor’s place in management. It is difficult to find any records of the 
place of internal auditing in the company organization a decade or 
more ago. There appear to be very few written articles of consequence 
prior to the organization of Tue INstrrute or INTERNAL AupiTorRs in 


1941. 


Tue Instirute survey of 1950-51 shows that the great majority 
of auditors report to senior officers such as Chairman of the Board, Presi- 
dent, Vice President, Controller and others. Approximately one-half 
report to the Controller or Assistant Controller. The Committee reports 
that the internal auditor should report to no less an officer than the 
one who has over-all financial control and who does not supervise 
accounting functions directly. 


The Edison Electric Institute and the American Gas Association 
Accounting Section conducted surveys of 23 public utilities in 1945, and 
16 utilities in 1950. The 1945 survey indicated that the Auditing De- 
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partment was a separate organization, and not a part of the Accounting 
Department in 14 of the 23 companies. It also showed that in 15 in- 
stances the Auditor reported directly to the Board, President, General 
Manager or a Vice President, compared with only 6 reporting directly 
to a Controller or Chief Accountant. The 1950 survey showed 10 com- 
panies reporting to the President or Vice President, and 4 to the Con- 
troller. Although there is no positive evidence to prove that the trend is 
definitely in the direction of internal auditing reporting directly to top 
management and away from the accounting units, I feel certain that 
this is the case. 


In Detroit Edison, prior to 1941, the Auditing Division was in the 
Accounting Department. The Board of Directors accepted our public 
accountant’s recommendation to make it a separate organization report- 
ing directly to the President and General Manager in December 1941. 
I will now give you a brief story of the General Auditor’s place in our 
company organization at the present time. The Auditor is appointed 
by the Board of Directors annually. 


In addition to the elected officers, we have an Operating Council 
which is made up of the senior officers and operating heads of the Com- 
pany—27 in all. It meets weekly to discuss matters of general import- 
ance. The General Auditor is a member of this Council. The other Coun- 
cil Members who have responsibilities in the accounting and financial 
area are: 


Secretary and General Accountant—has responsibility for all ac- 
counting records, financial statements, registration statements, cost 
records, taxes and other accounting service functions. 


Vice President and Controller—has supervision and approval of 
operating and construction budgets, all cash commitments, rate studies, 
statistics and relations with the State Public Service Commission. 


Treasurer—has responsibility over such duties as generally per- 
tain to the office of Treasurer, including banking and financing. He has 
jurisdiction over disbursements, cash, securities, investments, insurance, 
pay rolls, and stockholders’ records and dividends. 


MR. CHARLES J. GHESQUIERE is General Auditor of The Detroit Edison Com- 
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General Auditor—in addition to internal auditing, has the responsi- 
bility for general company procedures and methods activities. 


The General Auditor serves management in certain activities other 
than auditing and procedures. I will mention these activities to indicate 
management responsibilities given to the Auditor in the company. 


1. He is a member of the Salary Board, which consists of 10 mem- 
bers representing all departments in the company, under the 
chairmanship of the Executive Vice President. The Salary 
Board has over-all responsibility for our salary policy as it ap- 
plies to trades and operating, office, supervisory and staff em- 
ployees. This includes all employees except 330 who are on the 
monthly pay roll. This responsibility includes our job evalua- 
tion program. The Auditor is a member of a Salary Board Sub- 
committee that evaluates all supervisory and staff employees. 


2. He is a member of the Records Destruction Committee that has 
the responsibility of arranging for and approving destruction of 
old company records and the establishment of retention sched- 
ules. 


3. He is chairman of the Procedures, Methods and Forms Com- 
mittee, which has the responsibility for the policy and program 
of effecting improvements in office operations and procedures. 


4. He is a member of two temporary committees. One of these 
committees is studying the utilization of land and vacant prop- 
erties in the Company. The other committee is studying our 
overtime pay practices with respect to exempt-rated employees. 


The role of the General Auditor in The Detroit Edison Company is 
probably indicative of the trend in this area in other companies. 


SCOPE OF AUDITS 


Next, we come to some of the more specific functions and operations 
of the internal auditing department. The 1950-51 InstrruTe survey 
indicates a trend toward auditing activities outside the accounting and 
financial departments. Presently only about 50 per cent of the com- 
panies audit functions such as sales and purchasing. The survey indi- 
cates that 211 out of 270 companies are permitted to examine all records 
in all departments. This indicates that the auditor has a wide range in 
which to operate, but apparently many auditors do not take enough 
responsibility in this area. 


In Detroit Edison we spend considerable time in departments other 
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than the accounting and financial. We visit every department in the 
Company for the purpose of reviewing practices, policies and procedures 
with respect to pay rolls; employee proposal plan awards; use of com- 
pany and employee-owned automobiles on company business; custody 
and use of tools, equipment and certain materials and supplies. We also 
spend considerable time reviewing compliance with policies and pro- 
cedures in activities such as purchasing, sales, customer relations, and 
real estate and insurance. In my contacts with top management person- 
nel, I have observed that they generally expect that the auditor will 
concern himself with many matters outside the accounting and financial 
departments. 


Recently, we have made it a practice, when visiting departments, 
especially operating departments outside the accounting, to discuss the 
need for auditing activities in these departments by their own per- 
sonnel and also the auditor’s part in the overall picture. This procedure 
has the effect of establishing a better understanding of our joint responsi- 
bilities and of our methods. 


I will give one example where an audit brought to management’s 
attention a matter that resulted in the sale of a sizable piece of property. 
A few years ago we had a piece of property in the heart of the city of 
Detroit which was about a city block square. It was used for the purpose 
of receiving coal by rail and for temporary storage of coal hauled there 
from our coal docks. All of the coal was used for our central heating 
stations. The property had mechanical facilities for unloading freight 
cars of coal and conveying it for convenient loading into trucks for haul- 
ing to the heating plants. It cost the company approximately $700,000, 
and the annual taxes and maintenance costs were in excess of $25,000. 
One of our auditors, while making an audit of coal inventories, observed 
that these plant facilities were seldom used for receipt of coal by rail, its 
primary purpose. It had become primarily a storage yard for coal 
received by boat and hauled there for temporary storage. This resulted 
in a very uneconomical use of this property. While it was later sold at a 
substantial loss, this was still a very profitable sale from the Company’s 
standpoint because disposition of the property reduced annual operating 
expenses by at least $25,000. 


AUDIT REPORTS 


The writing of audit reports is one of the important phases of in- 
ternal auditing. Much has been written and told about audit reports. In 
general I am sure that auditors have profited by the extensive discussion 
of reports and that our reports are showing considerable improvement 
in recent years. This applies to all types of reporting, written and oral. 
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Tue Institute survey showed that 242 out of 267 companies re- 
ported that at the conclusion of an audit examination the auditors met 
with the representatives of the audited organization to discuss the find- 
ings prior to issuing the report. The survey also indicated that, when 
individual audit reports are not regularly routed to the President, Vice 
President or similar executives, about fifty per cent of the companies 
sent periodic summaries of significant audit findings to these executives. 
It is to be expected that the form and content of reports will necessarily 
vary according to the purpose they serve and the authority and person- 
ality to whom they are addressed. 


I would like to briefly give you the Detroit Edison experience and 

practices. We issue several kinds of reports. 

1. We require each senior auditor responsible for the audit of a 
particular unit of work to write an audit report to the General 
Auditor setting forth all of his findings, including the oral 
recommendations he made to operating personnel. 


2. We expect senior auditors to write reports to department heads 
or others informing them of significant findings on units of 
work under their supervision at the conclusion of the audit. 

3. We request supervising auditors responsible for continuous 
audits, such as warehouse inventories, commercial office audits, 
departmental pay roll audits, etc., to write annual summary 
audit reports reporting the outstanding findings, changes in pro- 
cedure or policies and general recommendations in such activi- 
ties to the General Auditor and to the officer in charge of these 
activities. 

4. During the last two years, the General Auditor has issued an 
annual report of the Auditing Department’s operations to about 
12 senior officers, including the Chairman of the Board. This 
report is about 8 typewritten pages in length. It includes a 
statement of ger°ral auditing objectives, significant changes in 
our program from the preceding year, and outstanding findings 
and recommendations. 


This annual report to senior officers of the Auditing Department's 
activities is comparatively new in our Company and I believe is not done 
in most other companies. We have been issuing such an annual report 
for about twelve years, but until recently it was sent only to the Presi- 
dent and to our outside auditors. The more extensive distribution of this 
report was at the request of the President, as part of a program of secur- 
ing annual reports from all major operating departments in the Com- 
pany. 
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I had some serious misgivings about the wisdom of sending copies 
of our report to all senior officers, but decided to send them rather than 
to take issue with the President at the time of his request. After two 
years’ experience, I have decided that we should return to our former 
arrangement of only sending copies to the President and to our outside 
auditors. We have a new President since our last report was issued and I 
am quite sure that he will consent to this arrangement. There are some 
advantages in sending copies of our anual report to all senior officers, 
primarily in that they become better informed about internal auditing 
and its potential. However, I consider this is more than offset by the 
unfavorable reactions incurred as the result of making public the short- 
comings of individual departments. Some of the senior officers resent 
having the shortcomings of the departments under their jurisdiction pre- 
sented in writing to other senior officers. I do not feel that we accomplish 
much good by doing this, and certainly do not recommend this pro- 
cedure. 


Department heads do not usually resent getting written reports 
when they know that the reports are not sent to their supervisors. We 
prefer to do all of our reporting at this level or lower whenever pos- 
sible. I feel rather strongly about correcting shortcomings disclosed by 
our auditors at the lowest level of supervision possible. It creates better 
relationships between our auditors and the personnel audited, and we 
feel that the end results are good. 


PROCEDURES 


One of our activities which has been the subject of controversy in 
Tue INnstiruTE is that concerning the preparation, review and audit of 
operating procedures. The trend of auditing responsibility for procedures 
has probably been in the direction of more rapid changes than in most 
other auditing activities. The development of separate systems and pro- 
cedures organizational units has accentuated the changes. 


Tue InstiruTe survey indicates that the internal auditor is per- 
mitted, or encouraged, to review or criticize procedures in almost all 
cases. Approximately 90 per cent of the companies report that they re- 
view procedures either through post audits or through pre-release re- 
views. The survey also shows that 172 of 243 companies make reviews 
of procedures outside of the accounting and treasury departments. There 
are 187 companies, or 68 per cent, of those reporting that have separate 
systems and procedures organizations. In these companies, two-thirds 
of them indicate that the internal auditors comment upon and approve 
all newly developed or revised procedures prior to adoption. If no sep- 
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arate system and procedures organization exists, the survey indicates 
that in about one-half of the companies the internal auditors are pri- 
marily responsible for developing and installing new accounting and 
related systems and procedures. In Detroit Edison, we have a separate 
systems and procedures organization. 


I feel that the development of procedures and revisions should be 
the responsibility of the operating personnel in the various departments. 
Internal auditors should refrain from participating in this, except in 
a reviewing capacity. Many times it may be worth while to have the 
auditor review a new or revised procedure before it is made effective 
rather than to appraise or criticize it at the time of audit. I repeat though 
that the personnel doing the work should take the responsibility for pre- 
paring and maintaining their own procedures. If outside staff assistance 
is required to give advice in this work, this should be furnished by the 
systems and procedures staff personnel. I have no serious objection to 
procedures staff personnel writing the procedures, providing that they 
work with, and have the complete acceptance of, the operating per- 
sonnel. 


Appraisal and review of procedures, in terms of adequacy and effec- 
tiveness, is generally accepted as the responsibility of the internal audi- 
tor. Checking the extent of compliance with established procedures is 
also the auditor’s responsibility. However, it appears advisable for the 
procedures man to review the operation of new procedures which he 
assisted in developing. This should usually be done after the procedure 
has been in operation long enough to have had a reasonably good trial. 
After the trial or initial review period, it appears advisable for the pro- 
cedures staff to rely on the internal auditors for information as to the 
advisability of further reviews or revisions. Certainly the policing must 
be closely coordinated between the auditors and the systems personnel. 


PHYSICAL INVENTORIES 


Tue InstiruTe survey shows that better than 80 per cent of the 
companies do not take complete physical inventories but test or observe 
instead 


I am sure that this was not the case a decade ago. I can remember 
this question being discussed in an Edison Electric Institute and Ameri- 
can Gas Association meeting about eight years ago. Internal auditors 
were taking complete inventories in a majority of instances. The present 
trend toward testing or observing, except in the class of material that is 
readily convertible into cash or personal use, is apparently rapid and 
good. 
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I will give you our Detroit Edison experience which appears to be 
consistent with that in many other companies as pertains to general 
materials and supplies, not saleable merchandise. 


Our Company program until the beginning of World War II in- 
cluded a complete inventory: once annually by the internal auditing 
staff and once by the stores department warehouse personnel. When 
manpower shortages developed during the war, the stores department 
gradually stopped their inventory work and did not resume this until 
about 1949 at the request of the auditing department. We had two rea- 
sons for making the request that stores department personnel take their 
own inventories. The first and most important one was that it would 
enable them to discover their own mistakes and take corrective action 
more promptly. Since taking their own inventories, they have admitted 
that they had forgotten how to do the job and did not realize the number 
of things that might be wrong without their knowledge. Secondly, we 
auditors preferred to spend less time on physical counts and more time 
on other matters. We couldn’t do this until we were satisfied that the 
operating personnel were on a sound program of their own, and this 
was about a year after they put the new program into effect. We are 
taking inventories of approximately 20 per cent of the material items. 


ACCOUNTS RECEIVABLES 


We take about the same attitude on auditing accounts receivables 
that we do with physical inventories. We do somewhat more testing 
of accounts receivable transactions than with materials and supplies, due 
obviously, to the cash feature of the transactions. 


CONSTRUCTION COSTS 

The trend toward more extensive audits of construction costs has 
been brought about by economic changes and the manner in which con- 
struction contractors operate. Conditions during World War II and the 
post-war inflationary trend have resulted in most of the larger construc- 
tion contracts being made on a cost or cost-plus-a-fixed-fee basis, or 
something similar. Prior to World War II, we had mostly fixed-fee con- 
tracts which required very little auditing. 


There is only one question asked in the 1950-51 INstrruTE survey 
which indicates the internal auditor’s responsibility for auditing con- 
struction costs. The question is whether internal auditors are responsible 
for auditing construction contracts. There were 151 companies answer- 
ing in the affirmative and 73 in the negative. It is surprising to me that 
73 companies reported their internal auditors as not auditing construc- 
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tion contracts. Some of this could possibly be due to the companies not 
having sizable cost-plus or similar contracts. I would like to believe this 
rather than to know that many internal auditors do not concern them- 
selves with this important activity under today’s active construction pro- 


gram. 


We have embarked on an extensive construction program in our 
Company under which we have spent approximately 80 million dollars 
annually in recent years. A good share of this work has been done by 
outside contractors under special contracts usually involving some cost- 
plus features. We consider it essential for the auditors to concern them- 
selves with such matters as: 


1. Examination of the contracts. 


2. Determining the method of operation of each contractor and 
his policies and practices. 


Internal controls and accounting procedures. 
4. Costs versus estimates. 


Field audits by internal auditors of pay rolls, materials and sup- 
plies, tools and equipment, etc. 


6. Audits of sub-contractors. 


There is a good description of the audit of construction contracts 
and costs in Tue Instrrute publication “Internal Auditing in Action,” 
published in 1951, by William Hahn of the New Jersey Bell Telephone 
Company. 


To indicate the value of auditing all phases of construction con- 
tracts, I will give one example of how we obtained a refund of $49,000 
from one sub-contractor. In this instance, we observed that a sub-con- 
tractor was computing his fees on all pay roll costs including taxes 
and insurance; also that the pay roll as charged included wages of oper- 
ators of equipment such as trucks, boring machines, trenching machines, 
etc. Usually equipment of this kind is rented by the day or month at 
specified rates including the operator’s wages. The contract between the 
prime contractor and the sub-contractor was quite vague as to its mean- 
ing in this respect. All persons concerned with the contract were con- 
sulted, with the result that it was agreed that the overhead and profit 
fees of the sub-contractor had been incorrectly computed. The fees 
should have been computed only on labor costs, exclusive of equipment 
operator’s wages, pay roll taxes and insurance. The sub-contractor im- 
mediately gave us credit for the $49,000. Incidentally, the public ac- 
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counting firm for the sub-contractor established the amount of the re- 
fund and undoubtedly influenced his client to make the refund. 
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PUBLIC RELATIONS 


There are other phases of internal auditing than those concerning 
the direct work operations that we should be interested in. These phases 
include the establishment of internal auditing courses in colleges and 
other kinds of public relations. Tue Instirute has recently done more 
in the area of establishing proper relations with the colleges than in 
acquainting the general public about the profession of internal auditing. 


The work of members of Tue INstirute toward the establishment 
of courses in internal auditing in colleges, and toward furnishing mater- 
ial and instructors has resulted in producing worth-while results. I can- 
not quote the number of schools that have added courses, but I can assure 
you the list is substantial and growing. Tue INnstirutre Educational 
Committee and our Managing Director have worked closely with the 
American Accounting Association. This has resulted in two publications 
being issued in 1952 and one that will be published in 1953 as follows: 


1. The “Instructor’s Manual for a College Course in Internal 
Auditing” originally issued by Tue Instirute, was revised in 
1952 and made available to colleges and others concerned. 


2. A publication entitled “Case Problems in Internal Auditing and 
Control” was compiled by Tue Institute and published by 
Prentice-Hall Inc. in 1952. The development of college courses 
indicated the need for problem material to be used in such 
courses. The problem material is a compilation of actual prob- 
lems encountered in business. 


3. Tue InstiruTE is presently developing an Internal Auditing 
Educational Booklet which will be made available in universi- 
ties, particularly in the business schools. This will be a booklet 
describing internal auditing and its place in the business world. 
It should be of assistance in encouraging students to enroll in 
courses in internal auditing. 


CONCLUSION 


I hope that I have given you enough material to indicate the trend 
of internal auditing philosophy and practice. While there are many func- 
tions of internal auditing which I have not commented upon, I hope 
that what I have presented may be of some assistance and will provide 
some thoughts for your further consideration. 








RARE, MEDIUM OR WELL DONE!" 


By HARRY C. DAVIES 


General Auditor, Columbia Gas System Service Corporation 


As fact-finder and reporter to his management, the internal auditor 
must “get down to cases” — going beyond the accounting records to the 
physical properties and operations which the records are intended to 
portray. 

In this article, the author gives case histories of this in his own 
company, and tells of other services which internal auditing renders 
to management. 


should like to point out that the title of this paper, “Rare, Medium, or 

Well Done!”, a phrase quite common-place, has little or nothing to do 
with the subject matter, but was selected merely as a subtle reminder 
of the large “stake” we all have in the field of internal auditing. The 
following, therefore, is a presentation of certain highlights, not common 
to all internal auditors, but considered to be outstanding in the field 
of internal auditing. 


EMPLOYEE TRAINING PROGRAM 


One of the major problems in most organizations is the training 
of personnel for key positions. Managements of every company should 
welcome a sound plan for establishing a reservoir of experienced and 
proven personnel and internal auditing provides an excellent solution 
to an important segment of this problem. 


In our organization, Columbia Gas System, the need for training 
promising company personnel has been recognized for several years. In 
keeping with this philosophy, an audit department training program was 
established in 1950. This training program is designed to accommodate 
four trainees simultaneously during each calendar year. Trainees are 
assigned individually to regular audits under the supervision of a staff 
auditor. Each assignment is a separate and distinct phase of company 
operations, and the trainees are rotated among the several company 
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headquarters offices to give a broader knowledge of company opera- 
tions, departmental functions, and to become acquainted with company 
personnel. Our experience during the years this training program has 
been in effect has confirmed the anticipated benefits. 


I could talk at some length on the benefits derived from our train- 
ing program, but instead I prefer to quote from a letter received by the 
General Auditor from a former trainee: 


“TI have gained more knowledge of our subsidiaries’ operations, 
records, and personnel than in all the previous time spent with 
the company. It has been an enlightening experience seeing the 
compressors at work pumping gas into the storage field, the drilling 
of a gas well, the laying of pipe, taking rock pressures, and meeting 
the men in the field and the people in the various departments 
who all are responsible, in some manner, for the flow of reports to 
our management. Accountingwise, it has been an education that 
could not be obtained in text books. I wish to thank the auditors 
of your staff for their friendly and educational guidance in the 
records reviewed; and to thank our forward-looking management 
for making this opportunity available for employees to train with- 
in the company.” 


I heartily recommend for your consideration an employee train- 
ing program, within the framework of your audit department. Properly 
designed and effectively administered, it will prove in worth many times 
its cost in money and effort. 


FIELD PERSONNEL EVALUATION 


In connection with field office audits, it is the responsibility of the 
internal auditor to prepare for management a personnel evaluation 


MR. T. REGINALD CLOAKE became associated with the International Division of 
the Ford Motor Company, in the capacity of Supervisor of Accounting Reviews for Euro- 
pean Locations, in 1951. 

Mr. Cloake has been engaged in the professional practice of accountancy for over 
twenty years and is a Certified Public Accountant of the State of New York. He has been 
admitted to practice before the U.S. Tax Court and has participated in numerous matters 
concerning negotiations between industry and the government. During World War II he 
was finance and accounting specialist for the U.S. Navy and in his capacity of director 
of a Navy finance office, negotiated war contract termination settlements accumulating to 
the total of $100,000,000. in one year. 

Mr. Cloake has authored articles in professional magazines and books on financial and 
accounting subjects and has lectured at the Graduate School of Business Administration of 
New York University. 

He is a member of the American Institute of Accountants, The New York State Society 
of Certified Public Accountants, The American Accounting Association and is currently 
serving as Secretary of Tue Institute OF INTERNAL AUDITORS. . 
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report of all employees associated with the field office. During the course 
of the audit, the internal auditor’s observations and comments are ac- 
cumulated on a prescribed questionnaire and are transmitted to manage- 
ment in a separate confidential report at the termination of the audit. 


Subsequent to management’s review, these questionnaires are 
turned over to the personnel department, where they are available for 
use as a basis for the reclassification of company personnel and for 
future promotion recommendations. 


As the same auditor rarely makes consecutive examinations at the 
same location, several observations and appraisals are available for 
whatever purpose they may be needed. 


COST-PLUS CONSTRUCTION CONTRACTS 


When we think about audits of the various types of cost-plus con- 
tracts involving both the prime contractor and the sub-contractor, the 
subject becomes quite involved. Each of us should visualize his own 
organization in connection with the appropriate auditing requirements. 


The important point is that any effective auditing of the contrac- 
tor’s records and procedures should be a continuous (on-the-job) audit 
during the life of the project. 


Recently there occurred an unusual case, in connection with the 
rental of construction equipment under a cost-plus contract. In the con- 
struction of a pipe line, it was necessary for the contractor to rent con- 
struction equipment. The rental paid, amounting to $100,700, was 
charged to the cost of the job. Under the rental agreement, the contractor 
was required to make such repairs to the equipment as would be neces- 
sary to keep it in as good condition as when received on the job, with 
reasonable wear excepted. The total cost of the repairs to this equipment 
was $25,800, and this amount was charged to the job. 


Shortly before the completion of the construction, however, prac- 
tically all of this rented equipment was purchased by the contractor. 
Of the $25,800 charged to the job, $12,700 represented the cost of re- 
habilitating the equipment after it became the property of the con- 
tractor. While it was perfectly proper for the contractor to charge the 
cost of repairing equipment while on job location to the cost of that job, 
it was evident in this particular instance the repairs to the equipment 
after purchase represented a capital investment of the contractor and 
should not have been charged to the cost of the job. Upon disclosure of 
the facts, the overcharge of $12,700 was recovered by the company. 
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ESCALATION BILLING 

During this period of inflation, if your company is constructing 
facilities under firm construction contracts rather than the very popular 
“cost-plus” contracts, you are no doubt familiar with the escalation 
clause usually included in firm contracts. 


The Internal Auditor 


In this connection, I should like to point out a four-point procedure 
which has paid handsome dividends when used by an internal auditor 
in the examination of escalation billings: 


1. Confirmation of material price increases through the use of 
accepted indices. 


2. Verification of labor costs, which involves a review of the union 
contracts in effect. 


3. Verification of the date materials are shipped. 


Ascertaining whether or not the maximum escalation has been 
exceeded. 


It is noteworthy that the application of this procedure recovered more 
than $20,000 for the company from the original escalation billings of 
the contractor. 


AUDIT OF INVISIBLE INVENTORY 


An audit of invisible inventory is one of the more unusual func- 
tions wherein the auditor, in addition to developing facts and figures 
for his report, simultaneously develops a terrific appetite. Both are re- 
sults of the auditor traveling over hill and dale, test-checking, observing, 
and recording rock-pressure tests of gas storage wells. The operation 
of an underground storage field is relatively simple. It consists of pump- 
ing gas during low-demand periods into “containers” strategically 
located near market areas, and removing the gas during periods of high 
demand. The gas in storage has been described as being similar to money 
on deposit in savings banks—demand deposits, because the gas is safely 
there until needed and, within the limits of daily deliverability, may be 
withdrawn on demand. Columbia Gas System has over 1300 such stor- 
age wells within 36 storage pools. These pools underlie a total of 274,000 
acres, having an ultimate capacity of 267 billion cubic feet. 


Our audit activity usually occurs in the fall, the high-volume point 
in storage operations. From the production department’s schedule for the 
fall shut-in tests of all storage pools, the internal auditors, in a coordin- 
ated program with the independent accountants, select certain pools for 
test-checking individual well rock-pressures in order to verify the actual 
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existence of natural gas stored underground. The importance of checking 
this invisible inventory can best be appraised by the dollars involved, 
for at December 31, 1952, our gas in storage amounted to approximately 
forty-five millions of dollars. 


PRINTING COSTS REDUCED 


During an audit of outside printing costs, a comparison was made 
with the cost of jobs being produced in various offices where small, scat- 
tered installations of ditto, mimeograph, multilith, xerox, and similar 
equipment existed. This comparison convinced the auditor that a cen- 
tralized printing department, in which all printing and reproducing 
machines were installed, would materially reduce printing costs. 


Following this recommendation, all printing equipment was merged 
into one department to care for all company printing needs, with the 
exception of special items such as annual reports and continuous forms. 
Today, over ninety per cent of all company printing is being done in- 
ternally at costs as low as one-fourth of outside costs and in all cases 
below outside bids. In addition, the majority of printing jobs are on one- 
day-or-less delivery schedule. 


Here was an audit job that not only verified the accuracy of items 
billed to the company, but brought about an annual saving in printing 
costs of many thousands of dollars. 


INSTALLMENT RECEIVABLES MAKE CENTS 


An audit of installment merchandise accounts receivable disclosed 
that monthly installments were being determined by dividing the total 
time-balance by the number of months in which the payments were to 
be made, and in nearly every case each installment included pennies. 
As suggested by the internal auditor, a schedule showing pre-deter- 
mined monthly installments was prepared, wherein the pennies were 
taken in the first payment, leaving the remaining payments in even 
dollar amounts. The application of this procedure reduced errors, due 
to the handling of pennies when taking semi-monthly trial balances, and 
also reduced the work load in the cashier’s department. When you con- 
sider that installment accounts average 24 months duration, it is obvious 
that considerable time has been saved and clerical errors have been 
reduced merely by eliminating the pennies from installment payments. 


INTERNAL CONTROL THROUGH MAILING OF W-2 FORMS 


An excellent control measure may be applied through independent 
mailing to employees of the W-2 (annual earnings and tax withholding) 
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forms. In one company, this mailing yielded good returns. Under this 
company’s procedures, the supervisor of a branch office, who reported 
the payroll weekly to the home office for the preparation of checks, had 
developed the practice of keeping terminated employees on the payroll 
for an additional week. When the check was received from the home 
office, he forged the endorsement and appropriated the proceeds. For- 
tunately, the company’s procedures at the end of the year provided for 
mailing of all W-2 forms from home office directly to present and past 
employees. One former employee protested to the home office about the 
overstatement of the wages he had received, and the practice of the 
supervisor was thus brought to light. 


This experience demonstrated clearly the great value, from an in- 
ternal control standpoint, of having the mailing of W-2 forms made by a 
person or department in the company outside of the payroll function. 
Here is an example of where, by a division of duties of employees, an 
excellent internal check can be provided without adding any extra work 
or cost. 


PHYSICAL INSPECTION 


I believe most auditors will agree that one of their basic techniques 
is that of observation. With this thought in mind, I shouid like to ask 
two questions: (1) Generally, how many of us are guilty of completing 
a functional audit of property, plant and equipment without ever leav- 
ing the fixed capital accounting section of the general office? and (2) 
What is being done regarding the physical inspection of sizeable above- 
ground plant investment which is located throughout company terri- 
tory? I must confess that a field inspection trip causes considerable in- 
convenience to some internal auditors (not to mention disturbing the 
tranquility of their daily routine) but physical inspection is an essential 
phase of any property audit. 


During an audit, a field examination of company property revealed 
several variations between the physical existence and the book records. 
Five of twenty-two structures on the company records no longer existed. 
A boiler house which was constructed several years prior to this field 
examination was not listed. It is needless to say that this tour of inspec- 
tion was the basis of correcting an unsatisfactory condition. 


Another phase of physical inspection which should not be over- 
looked has to do with income-producing property, especially in the case 
of company-owned houses and vacant city lots. In one instance, where 
the income records in the general office reflected two company houses 
being vacant, a physical inspection revealed that all houses were occu- 
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pied. In another case, the records failed to disclose any revenue from a 
company-owned vacant lot that was actually being used for public park- 
ing. 


Physical inspection is important. As auditors, we cannot ignore the 
fact that physical operations go on regardless of accounting records. 


AUDIT REPORTS 


In connection with the preparation of audit reports, I should like 
to ask two questions: (1) How can the internal auditor save time in 
order to increase audit coverage? and (2) Is management really im- 
pressed by an audit report which contains a detailed recital of how the 
auditor spent his time or the difficulties he encountered? Here is an ex- 
ample of how one internal auditor answered these questions: 


In appraising the content of internal audit reports, it was decided 
that a considerable portion of long-standing routine and procedure 
needed change. Too much detail was being included in the reports, 
principally as a result of accumulated information which the various 
departments had asked for over the past several years. The reports were 
re-designed to cover only the results of the audits, instead of reciting 
detail of the manner in which the audits were conducted, etc. This 
change has resulted in reducing the number of typed pages per year by 
several thousand. Imagine the time saved by the traveling auditor in 
preparing the report, the typist in typing it, and the interested persons 
in reading and studying it. 


ONE PICTURE IS WORTH A THOUSAND WORDS 


Along the rock-bound cost of New England, an auditor who was 
performing a routine field audit observed a sizeable unit of company 
property which was gradually being undermined by the tide. This condi- 
tion was commented upon in his audit report, with a recommendation 
that corrective action be taken. Approximately one year later, a different 
auditor, having reviewed the previous audit report, made it a point to 
follow up on this comment. Observing that nothing had been done to 
correct this condition, he purchased an inexpensive camera and included 
in his report a few photographs of existing conditions. The Operating 
Vice-President, who presumably had reviewed the prior year’s audit re- 
port, remarked, “Why doesn’t someone tell me about these things?”. He 
personally made a trip to New England and the property was restored to 
its original condition. It is interesting to note that the auditor, as a re- 
ward for a job well done, was permitted to keep the camera. 
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DANGERS OF BUSINESS GROWTH 


HERE is an excellent little book published by Dun & Bradstreet Inc., 
called “Behind the scenes of business.” Plenty of its contents afford 
good red meat for thought by the internal auditor. 


One comment in particular deserves his study. “As a business 
grows,” the author points out, “it invariably becomes a little more slug- 
gish, slightly more bureaucratic, a trifle more difficult to handle, a little 
harder to keep in healthy financial shape.” 


Let’s apply this to our own business. Take a look back for ten years 
or so and examine some of its vital statistics. Here are some examples of 
what we might review: 


Sales—volume; product range; number and types of customers; 
areas; sales staff; sales organization. 


Assets—size; type; relation; age (particularly fixed assets); geo- 


graphical spread. 


Business ratios—current assets to current liabilities; average collec- 
tion periods; fixed assets to net worth. 


Organization—organization charts; branch offices; plants. 


In looking at these we shall find trends and changing patterns. But have 
they been kept in line with each other? Is the business growing in an 
organized fashion or are some parts of its progressing—or declining— 
out of line with the whole? 


This type of study may offer useful pointers to the auditor as to 
where his examination needs intensifying or change of emphasis. How- 
ever, let us assume that our business is under the leadership of efficient 
and far-sighted management, and the auditor finds little to warrant 
special examination. Let him then look at his internal audit programs 
and procedures. How have these stood up in the light of this business 
progress ? 
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FOREIGN OPERATIONS* 


By T. REGINALD CLOAKE 
Supervisor in Finance—Foreign Operations, Ford International, 
Division of Ford Motor Company 


ROBLEMS in foreign accounting are many, varied by location, and 
represent an extension of domestic problems with new twists added. 
Unfortunately, we can explore only a small section of the foreign 
accounting field today since conditions of trade are so different for each 
foreign location, being caused by the effect of local laws, customs, and 
trade restrictions. It is the very varied situations which provide such an 
interesting challenge and in our field of foreign accounting one can 
really say there is never a dull moment. 


It is important at the outset for one to identify the form of the 
foreign operations with which he is concerned, that is, are they branches 
or subsidiaries? Further, if branches, are they handling limited opera- 
tions, such as selling, or are they fully integrated business enterprises? 
If subsidiaries, it is well to note whether the company is wholly owned 
or has considerable minority interest abroad. The scope of operation 
and the degree of ownership are significant because these conditions 
will determine the extent to which the locations will be influenced by 
local laws and customs. 


The form of presentation of financial statements by overseas com- 
panies often may be found to be at considerable variance with the Amer- 
ican form. This, of course, does not mean that the foreign statements 
are incorrect, but a problem of interpretation arises. If an auditor is to 
consolidate such financial data with that of an American company, 
then the matter of consistency of accounting treatment becomes most 
significant. Where, within the bounds of local law and custom, overseas 
locations can adhere to American accounting principles, adoption of 
such principles would be advisable so that a common basis may be 
obtained for the appraisal of worldwide activities from a consolidated 
viewpoint. But most certainly much consideration must be given to the 
business needs of the overseas locations within their own countries, and 
one should be cautioned not to make recommendations which would 
become business detriments. Sometimes foreign locations are influenced 
in their choice of accounting treatment by local tax considerations, and 


*Delivered at the Twelfth Annual Conference of Tue Institute or INTERNAL 
AvDITors. 
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it is obvious that it would not make good sense to recommend that they 
depart from such practices. An auditor of a foreign location should be- 
come familiar with the tax structure of that country so that he can 
appreciate the location’s point of view and thus avoid making imprac- 
tical recommendations. 


If overseas locations employ local auditors one may expect to find 
that auditing procedures are different from those in this country, the 
emphasis being other than it is here. It is essential that the visiting 
American internal auditor know of these conditions so that he may 
place the proper reliance upon financial data issued by the local auditors. 
Even to a greater extent than in this country, it is essential for an in- 
ternal auditor to achieve a high degree of cooperation and understand- 
ing with the foreign independent auditors in order to attain a reason- 
able basis for the verification and interpretation of the financial condi- 
tions and results of operations of the foreign country. 


With respect to internal control, it may be found that the Ameri- 
can concept is unfamiliar to the foreign accountant and an educational 
program in this respect might be in order. Also, since many things 
are done differently abroad, American internal control procedures may 
not be applicable without considerable revision. Much can be done in 
an educational way in developing internal control at foreign locations 
by sending them literature on the subject and suggesting that they 
apply the basic principles to their situations. In some instances, one will 
find the independent auditors are placing little or no reliance on in- 
ternal control and are pursuing what would be considered, in a sense, 
a modified detailed audit. This would more likely be true of a local 
auditing firm which does not perform assignments outside of its own 
country. 


In the adoption of the economic theory of balance sheet presenta- 
tion, overseas companies will be found to be advanced beyond com- 
panies in this country. This is so because most foreign countries have 
undergone tremendous inflationary experiences and values expressed 
in original local currency costs would be quite misleading. Because of 
this, many foreign companies have revalued their assets during the post- 
war years, thus more closely approaching current replacement values. 
In some cases, such revaluations have been by choice and in others by 
a requirement of local law. In addition, many foreign companies have 
established reserves for replacement of fixed assets. 


One could continue at great length in describing points of differ- 
ence between American and foreign accounting concepts. Undoubtedly 
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those assembled here have foreign accounting problems of their own 
for which they would like to exchange viewpoints and have the opinion 
of others. 


So far, we have not touched on an important problem in foreign 
accounting, that is, the question of exchange rate conversion of local 
currencies into American dollars. The crux of the problem is the choice 
of a rate which will give a realistic interpretation of the financial data. 
This is not so simple when one considers that for some locations there 
are multiple rates, perhaps varying by type of import into the foreign 
country and by withdrawal of funds from the country, say, in the form 
of dividends. In other countries funds may be entirely blocked of with- 
drawal. With the adoption of rates by the International Monetary Fund 
some closer approach to stability is achieved. However, even with such 
adoption, legal unofficial rates may be in existence, such as a Sperrmark 
(blocked Deutsche Mark) rate for Deutsche Marks in the New York 
market. Such Sperrmarks are available only for certain transactions in 
Germany and the trading in them is among parties outside of Germany, 
the sellers owning blocked marks and the purchasers presumably re- 
quiring them for restricted purposes. The Sperrmark rate is naturally 
less than the official or International Monetary Fund rate. 


Once a rate of conversion for local currency values is determined 
for current items some consideration might be given to the translation 
of balance sheet values on a more realistic basis by applying historical 
dollar rates to fixed assets, that is, to value in dollars fixed assets at 
exchange rates applicable when the fixed assets were purchased. It fol- 
lows that depreciation would then be based upon such historical dollar 
values and it is apparent that this would affect the dollar operating 
results. The use of historical dollar values for fixed assets more closely 
approaches the economic balance sheet concept wherein the foreign 
locations have revalued their assets in consideration of inflationary 
trends as explained earlier. Historical dollar valuation of capital and 
surplus are also points for consideration. 


In view of accounting being mainly a matter of judgment and con- 
sidering the effect of foreign complications, the point will never be 
reached when all accountants will be in agreement as to concepts to be 
applied in the handling of foreign accounts. Changing conditions 
throughout the world will necessitate continuing reappraisals of foreign 
accounting concepts and the new interesting situations, being con- 
stantly created. These factors make it a privilege for us to operate in 


this field. 
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BASIC AUDITING 
PART 2 — AUDIT PLANNING 


1. Procedures. 
We have already considered briefly why audits are made and what 
service they render to management. The problem now before us is the 


planning and preparation for the audit. This logically falls into two 
phases— 


¢ Programs: this involves the entire business audit into a num- 
ber of component audits, each one of which is a separate entity 
and may even require repetition within the “audit cycle.” 

¢ Procedures: this involves setting up specific plans for perform- 
ing an individual component audit. 


It is not our purpose here to consider the broad subject of programming, 
but rather to examine what audit procedures are, how we set them up 
and how we make sure that they’re followed. 


Procedures are steps. Just like stepping stones across a stream, they 
should lead to a given objective. If the stones are well selected, well 
placed and well laid, the way across will be easy. If they are poorly 
selected, ill placed or laid insecurely, the crossing may be dangerous 
or unduly tiring; the traveler may even fail to reach his destination. 
So it is with audit procedures. The essentials of good procedures may be 
defined as— 


¢ Objectivity: they must lead to specified objectives. 
¢ Clarity: they must be well defined. 
* Security: they must be protective. 


* Economy: they must be performed with the minimum of waste. 


2. Objectivity. 

No job can be properly done unless we know why we are doing it. 
Before we can specify how to do it (the function of procedures), we 
must consider why. Too often, when performing an audit, we give the 
assignment a general name, list a series of detailed procedures and 
thenceforth may lose sight of the real objectives. Take, for example, a 
“cash audit.” In general terms the objective may be considered “to audit 
cash transactions” for a given period. This would not adequately define 
the objective. As is the case in most assignments, there is not one, but a 
series of objectives, each of which requires the selection of different pro- 
cedures. Take the cash audit again. A normal examination of this type 
may involve the following objectives: 
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(a) To determine that the system in force insures that all cash 
receipts are promptly, completely and properly brought into 
account; 


(b) To determine that the system in force provides that disburse- 
ments are made wholly for the benefit of the company’s busi- 
ness and are properly approved and recorded; 


(c) To ascertain, by sample tests, that the records properly reflect 
the cash transactions that have taken place; 

(d) To substantiate the existence of cash and bank balances at 
selected dates; 

(e) To assure that there are reasonable devices, properly operated, 
to protect against temporary and permanent misappropriation 
of funds. 

To define our objectives we must be precise. And, in compiling our audit 
procedures, it is sound practice, first, to define the objective and, then, 
to specify the procedures to achieve that objective. This not only guides 
us in writing our procedures, but aids the auditor concerned in using 
them as a means to reach an end. It also means that, if the procedures 
themselves are deficient, the intelligent auditor, knowing the purpose 
of the work, may extend or modify them so as to attain the stated objec- 
tive. 


3. Clarity. 

Procedures must be so defined as to leave no doubt as to what work 
—and how much—is to be done. For example, “vouch disbursements.” 
This is brief and concise, but is it adequate for the type of assistant who 
may be doing the job? What is intended may be: “Compare entries in 
the disbursements register for two months with the vouchers to which 
they relate; see that these vouchers are properly coded for distribution, 
that they relate to the company’s business and bear evidence, by stamp- 
ing, initialing and other means, of having been checked in all respects 
by the proper authorities.”” Admittedly, it lacks brevity. But it does indi- 
cate to the auditor how to do it and what to look for. Furthermore, it 
forces the procedure-writer to think clearly and relate the procedures 
to the objectives. 


As an aid in defining the procedures, the various tasks required 
should be grouped according to their related objectives. By, say, num- 
bering and underlining the objectives and lettering the tasks relating to 
each, a clearer picture is presented for those who are to perform the 
tasks. In addition, it provides a ready means for cross-reference to other 
procedures and to working papers. 
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After the procedures are written, we shall do well to lay them 
aside for a day or two and then read them over. Still better, if there is 
somebody else competent to review them, get him to do so as well. The 
review will enable us to examine them critically and objectively and 
to look at them from the aspect of the person assigned to perform the 
audit tasks. 


To sum up, we must understand exactly what we want done, and 
why. We must then write down our instructions clearly and concisely, 
but fully. If we fail to do this, the procedures may be misunderstood 
and a vital part of the audit endangered. 


4. Security. 


A predominant feature of internal auditing is that it provides a 
protective service. The auditor is management's watchdog. (Only when 
suspicion is aroused does he turn into a bloodhound.) In this capacity, 
he is responsible for seeing that the company’s property is secure and 
that its operations are conducted with a minimum of loss and waste. To 
guard the company’s interests, he must make sure that his examination 
covers all the salient protective features. 


To apply this precept to the formulation of audit procedures re- 
quires careful thought and reasoning. It requires a study of the various 
things that can go wrong and the steps in force to prevent or protect 
against such wrongdoing, whether it be error of commission or omis- 
sion or downright dishonesty. When we have decided what can go 
wrong, we must then take steps to see (i) what we should examine and 
why, (ii) how we should examine it, (iii) how much we should ex- 
amine and (iv) when we should make these examinations. 


First we have to study the system of internal control. Internal con- 
trol embraces two fields—internal check and managerial control. The 
first covers the use of accounting and administrative control features 
and the division of operating, administrative and accounting duties and 
responsibilities in such a manner that the risk of error and fraud is 
reduced to a minimum. Internal control, viewed in its wider aspect, 
may be understood to provide the following services: 

(a) Achievement of the most efficient operating conditions and 

practices; 

(b) Protection against loss of the company’s assets and revenues; 

(c) Provision of correct and timely reports to management of the 

results of the company’s operations; 

(d) Assurance that management policies are properly imple- 
mented at all levels. 
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A careful study of the system should lead us to spot those areas 
where security is not of the highest order. This leads us to one of the 
most important—and most difficult—features in preparing audit pro- 
cedures. It is the decision as to how much to examine. It is one that is 
reached as a result of professional competence and experience. No cast- 
iron rules can be defined. The judgment exercised here is one of the 
features that distinguishes auditing, as a profession, from those routine 
tasks that do not call for professional judgment. 


5. Economy. 


In specifying how much to examine, our normal approach is to 
define the extent of sample tests needed. The greater the degree of secur- 
ity provided by the system, the less intensive these sample tests will be. 
In applying sample tests, we must be careful to make proper selections. 
For example, in examining invoices derived from several different types 
of source material, the tests should include selections of representatives 
derived from each type. Another factor is relative preponderance in 
value. When there are numerous transactions, several small and a few 
big, due attention should be given to the big ones. As a result, an exam- 
ination might cover (say) 5 per cent in number of total transactions, 
but 70 per cent in value. This principle is of especial importance in the 
balance sheet audit. Nevertheless, sample testing does not imply that 
small items can safely be overlooked. 


Two important aspects of sample testing must now be considered. 

(a) If, in making a sample test, irregularities (whether intentional 
or otherwise) are observed, the point of weakness must be de- 
termined and, if appropriate, a more intensive check applied 
to that area. In such a case the auditor changes from being a 
watchdog and becomes a bloodhound. 

(b) Where the system of check is inadequate for proper protection, 
extension of sample tests does not constitute a remedy, but is 
merely a more searching examination. The remedy lies in im- 
proving the system, a phase which calls for constructive criti- 
cism by the auditor. 


As previously explained, we should review our audit procedures 
after they have been written. To provide proper protective measures, 
we must make this review to determine that we are examining every 
angle where error or fraud could occur and remain undetected, and 
particularly those spots where loopholes of any nature exist. 


To try to attain absolute protection is neither practical nor eco- 
nomic. We must act within reason. The degree of security desired must 
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be measured in terms of audit cost, based on sound reasoning, good per- 
sonal judgment and past experience. 


6. Procedural applications. 

Auditing involves a search (through procedures) to attain results 
(expression of an opinion). If we constantly bear the desired results in 
mind, it may often be possible to modify the nature of the search. Let 
us consider an example. 


In inventory audits we are concerned with ascertaining that there 
is a full and proper quantitative accounting. We may pursue the task of 
checking items taken into inventory and issued out, and then examining 
discrepancies. We may find, however, that it is possible, through reliable 
source data, to prepare a quantitative summary in a brief period of 
time. Such a situation might permit us to examine inventory movements 
in summary over a relatively long period of time, and restrict our de- 
tailed examination to sample tests to determine the reliability of the 
source data. As a result, we shall have achieved a greater audit coverage 
at a lower cost. 


Then again, we may find that many of the audit analyses we pre- 
pare for inclusion in our working papers have already been prepared 
by somebody else. They will almost certainly not be in exactly the same 
form we had in mind. Nevertheless, we may find them suitable, enab- 
ling us to accept them after examination and perhaps by adding some 
additional feature. In such a case, preparation by the auditor would be 
an unnecessary duplication of effort. If he has to incorporate the analysis 
in his working papers he may do it by summary, by use of a carbon 
copy. or by having a photostat made. 


7. Planning execution of procedures. 

As distinct from the accountant, the auditor has the advantage of 
coming into the picture after the game is over. He can start off by asses- 
sing the results and working from there. He approaches his task by 
analysis rather than by synthesis. Armed with this advantage, he is 
able to view the end result and build up his procedures based on the 
elements that go into it. If our procedures are designed primarily by 
considering individual elements rather than end results, we are beset 
with these dangers: 


(a) Allotting too high or too low a degree of importance to any one 
of the elements; 


(b) Omitting consideration of one or more elements; 


(c) Considering an element foreign to the matter under review; 
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(d) Examining a feature which can be fully or substantially ig- 
nored because the over-all system itself provides a suitable pro- 
tective device. 


Therefore, by planning backwards, we are more likely to be able 
to design procedures that lead logically, economically and objectively to 
the end we are endeavoring to attain. 


Where an audit is a complex one, or where several auditors are 
engaged on the one assignment, it may be desirable to use a progress 
chart. Here one can list the paragraph references of the various pro- 
cedures. The auditor in charge can use this progress chart to show the 
following features in columnar form: 


(i) Tentative assignments of individual tasks to other auditors 
(generally in pencil) ; 

(ii) Date of completion of each task and initials of auditor con- 
cerned; 

(iii) Time consumed in completing the work; 

(iv) Cross-referencing to working papers; 

(v) Points needing further attention or changed emphasis when 
next assignment is undertaken. 


A progress chart such as this can assist review work and afford a valu- 
able guide when planning repeat assignments. 


8. Summary. 


The essentials of good audit procedures may be summarized as fol- 
lows: 


(a) They must lead to the achievement of stated objectives; 


(b) They must be defined in such a way that each task is spelled 
out in unmistakable terms; 


(c) They must be sufficiently comprehensive to cover all material 
points at which error or fraud could reasonably occur; 


(d) They must be designed to perform their function in the mini- 
mum amount of audit time. 


Procedures are the auditor’s guide. They are not rules and regu- 
lations. During the process of the work the auditor in charge may find 
it advisable to add, omit or change certain tasks. He must be prepared 
to take this action, but must justify it. However, he should never add, 
omit or change audit objectives (as distinct from procedural tasks) with- 
out clearance with the person who approved the procedures. 
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21. 





The Internal Auditor 


Good procedures are the foundation for good audits. Audits can be 
time-consuming and expensive. The procedures, then, should lead to a 
maximum coverage at a minimum cost such as will be conducive to the 
benefit of the business as a whole. 





INTERNAL AUDITING CHECK LIST (Cont'd) 


Accrued Expenses 


20.1 
20.2 


20.3 


20.4 
20.5 


Are all expenses chargeable to a current period accrued? 


Do you keep adequate records to control accrued expenses, 
such as: commissions, insurance, interest, rentals, wages, etc.? 


Do you keep adequate records to control accrued taxes, such 
as: income, capital stock, social security, franchise, real and 
personal property, licenses, etc.? 


Are tax bills paid on time in order to avoid interest? 


Are real and personal property tax receipts obtained when 
payment is made? 


Other Liabilities 


21.1 


to 
—_ 
= OW 





If you have a liability for Bonds or Mortgages Payable, are 
your records adequate and are the legal requirements of the 
indentures, agreements, etc., satisfied? 

Is all income applicable to a subsequent period deferred? 

Do you keep adequate records for deferred income? 

Are proper accounts maintained for miscellaneous liabilities? 
Are adequate records maintained which will disclose at all 
times contingent liabilities, such as: guarantees, endorse- 
ments, leases, lawsuits, sales agreements, purchase commit- 
ments, contracts, letters of credit, etc.? 





Subject: 


Subject: 
By: 





ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


BRUNO VOLLPRECHT, Assistant Editor, directs 
attention to the following Articles of Interest 


Organization and Operation of an Internal Auditing Department 
Issued by the Committee on Internal Auditing Auditing Principles and 


Practices of The Institute of Internal Auditors. 
Published by The Institute of Internal Auditors 1953. 


In this report, the Committee on Principles and Practices presents the 
results of a three-year project dealing with a survey of internal auditing 
practices in industry. This publication consolidates for easy reference 
all the material in relation to the survey which the committee first initi- 
ated in 1950; there is included the following: 

1. A summary of the tabulated answers to 2 questionnaire on in- 
ternal auditing which was distributed to members and to selected 
companies during 1950. 

2. The 1951-52 research committee’s comments on the results of the 
survey as presented by its chairman at Tue Institute’s 1952 
Annual Conference in the form of a contrast between internal 
auditing principles and practices. 

3. The 1952-53 Committee's appraisal of the current status of in- 
ternal auditing work, as evidenced in the organization and opera- 
tion of an internal auditing department. 

The 1952-53 committee’s report, No. 3 above, represents the culmination 
of the research committee’s activities relating to the original survey. In 
its definite study of an internal audit department the committee has 
focused its attention on such aspects of the subject as the scope of audit 
work, the functions and field of audits, audit programs and audit reports, 
and the internal auditor’s relationships with the independent public ac- 
countants. An interesting feature of this particular report are the marginal 
references (in support of the text) to the summary of the tabulated 
answers to the questionnaire. (40 Pages — Price $1.00) 


Management Communication and The Grapevine 


KEITH DAVIS, Associate Professor of Management, Indiana 
University 


Published in the Harvard Business Review, September - October 1953 


Mr. Davis contends that top management officials of a company should 
recognize and consciously use the grapevine as a means of transmission 
of information within its group. While management, in the past, has 
given much attention to formal means of communication such as con- 
ferences, reports, etc., it has not taken full advantage of the use of the 
grapevine as a channel of communication. 
In this article, Mr. Davis discusses the following aspects of the important 
problem of communications within a large organization: 
1. The significance, character, and operation of management com- 
munication patterns with particular emphasis on the grapevine. 
2. The influence that various factors, such as organization and the 
chain of procedure, have upon such patterns. 
3. The practical implications for management. 
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A study of communication patterns within an organization, made by 
the author, discloses four significant characteristics of the grapevine: 
1, its speed of transmission; 2, its high degree of selectivity; 3, its locale 
of operation; and, 4, its relation to formal communication. Other findings 
included the ways in which the grapevine operated within the company 
studied and with reference to industry in general. 
Consideration is given to the patterns of communication among individ- 
uals at different levels of the organization. The author discusses, first, 
patterns of communication at the various horizontal levels of a manage- 
ment structure, especially those at higher levels when compared with 
those at lower levels. His study of one company disclosed the fact that 
executives at higher levels communicated more often and with more 
people than did executives at lower levels. When the effects of organiza- 
tional structure, functional-wise upon patterns of communication were 
studied, the author reports the following: 
1. Staff men not only received but also transmitted more informa- 
tion than did line personnel. 
2. The flow of information laterally was between the four areas of 
production, sales, finance, and office. 
3. Some functional groups were isolated from communication chan- 
nels. 
With respect to each of the above findings, Mr. Davis offers an explana- 
tion, points out apparent breakdowns in communications, and suggests 
ways for management to improve its lines of communications. 
In his conclusion, the author summarizes the steps management can take 
to make communication within its group more effective. He stresses the 
fact that our knowledge of communication has now reached a stage 
where it becomes most important for management to analyze its system 
of communication, to seek out deficiencies in the system, and to take 
advantage of those channels where information can be made to flow most 
readily. Lastly, he points up the fact that the grapevine is an important 
factor affecting the affairs of management. 


Subject: Some Notes on Witnessing Pay-Offs 
GEORGE C. WATT, C.P.A., Manager, Price Waterhouse & Co. 
Published in The New York Certified Public Accountant, September 


1953 


This paper presents an actual case study outline of the audit procedures 
involved in witnessing a pay-off. In his introduction the author points 
out that witnessing pay-offs affords some advantages from both the cli- 
ent’s and the auditor’s point of view. It brings the auditor close to oper- 
ations and it gives him the opportunity to relate book entries with physi- 
cal existence. 

The audit program for witnessing pay-offs as used by the author’s firm 
involves a number of steps, each of which is part of the work program. 
At the top of the list, three possible pay-off procedures used by the client 
are given. There follows a statement of the purpose of the program and 
the detailed audit procedures for the auditor to follow with reference to 
the client’s own procedures where applicable. General instructions as to 
what to do where special conditions prevail are covered in a separate 
section. 


Subject: Controllership and Accounting: A Contrast 
JAMES L. PIERCE, Vice President and Controller, A. B. Dick Company 


Published in The Controller, September 1953 


Mr. Pierce’s main contention is that controllership and accounting while 
being mutually interdependent are distinct and separate sciences. He recog- 
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nizes the fact that the relationship between the two is often complex but 
he believes that the time has come to establish, if only figuratively, lines 
of demarcation between the two fields of activity. 

At the outset, the author cites the important contributions of the public 
accounting profession to the business scene today: the accountant’s con- 
cept of profit determination and his knowledge of accounting theory and 
practice; the significance of the public accountant’s status of independ- 
ence; the public accountant’s role in tax matters and in the installation 
of cost systems; and, his various other services as advisor to business 
management. 


Next, Mr. Pierce discusses fully the practice of controllership today: its 
contributions and its functions. In the process thereof, he draws an inter- 
esting contrast between controllership and accounting. The controller's 
job, the author states, is mainly to control. The control processes are three 
in number: 1, a plan; 2, reporting on performance against the plan; and, 
3, decision and action as indicated. The author then proceeds to describe 
the controller’s duties in regard to each of the control processes and to 
point out wherein they differ from accounting duties. The responsibilities 
of the controller are given as are ways of establishing an effective working 
relationship between the controller and other management personnel. 
Throughout this article, the author stresses the planning and control 
activity of the controller. He states unequivocally that a controller must 
participate actively in his company’s planning if he wishes to control 
intelligently. Because of this, the controller should concern himself with 
all phases of the business. He provides the illustrative examples of fore- 
casting and budgeting wherein he describes the controller's role and the 
controller’s contribution to the success of each of these functions 

Mr. Pierce, in this article, presents a modern concept of controllership, 
one wherein the controller emerges as a top management official. He 
ascribes to the controller duties which take him outside of super-account- 
ing and into the realm of a business man 


Subject: A Survey of Available Electronic Computers, and What They Can 
Do for Modern Businesses 
By: GRANDJEAN G. JEWETT, C.P.A., Ford, Bacon and Davis Incor- 





porated 
Published in The Journal of Accountancy, August 1953 


The author states that the purpose of this article is to summarize the 
results of a survey undertaken to try to see through some of the wonder- 
ful things predicted when electronics are incorporated in accounting 
machines, and to find out what is available today. Specifically, the author 
describes the machines on the market today, what they can do, and how 
their installation by a company investing in them will affect office 
methods and personnel. 


Mr. Jewett discusses first some of the more important problems attend- 
ant upon the installation of electronic accounting machines: he states 
that a complete change of office methods is necessary; also, there is the 
problem of providing enough work for the machine. In regard to the 
first problem, if a big all-purpose electronic accounting machine is in- 
stalled, every office routine now used must be worked out in detail and 
combined into one continuous process. An all-purpose machine requires 
huge volumes for efficient operation: this may warrant the centralization 
of accounting work in order to justify its cost of operation. 
Preliminary to the operation of an electronic computer, “programming” 
must take place: the machine must be instructed in advance as to what 
it is to do. The author states that “programming” involves generally the 
following three steps: 


1. The job must be laid out step by step... 












































The Internal Auditor 


2. The steps noted in No. 1 above must be coded in the form of 
instructions that the particular machine accepts. 

3. The coded instructions must be set up in the form used by the cal- 
culator (control panel, punched cards, tape or other form as used 
by the particular machine.) 

“Programming,” the author contends, is an important phase of the appli- 
cation of electronic machine accounting. The time required to set up the 
machine is an aspect worth considering: it depends primarily on the com- 
plexity of the job. The author gives practical applications and cites 
illustrative examples. 

With respect to the electronic accounting machines that are presently 
available, the author gives the names of manufacturers, what the machines 
are capable of doing, and how they can be best utilized. He considers 
first two important products of the International Business Machines: 
the Electronic Calculator and the Card Programmed Calculator. Next, he 
discusses the electronic machines put out by Remington Rand: the 
Punched Card Electronic Computer and UNIV AC, the latter being unique 
in that it is a system in itself rather than a unit in a system. The author 
mentions also the work being done by the Computer Research Corpora- 
tion, a company engaging in the manufacture of computers. 


Subject: The Administrative Audit 


By: GEORGE D. WILKINSON, Management Consultant, New York, 
N. Y. 


Published in the N.A.C.A. Bulletin, September 1953, Section | 


In this article, the author presents a plan for attacking the problem of 
improving office operations. He calls his plan an “administrative audit” 
entailing, in his words, a systematic use of charting techniques as a means 
of gathering the pertinent facts about the organization and operation of 
an office and of analyzing these facts to improve both methods and 
organization 

The scope of the author’s plan comprises three stages: Phase I deals with 
charting the organization and the flow of work; Phase II deals with flow 
process charting; and Phase III deals with charting to assist in detailed 
analysis. Looking at this plan from a different angle, Phase I presents the 
overall picture; Phase II gives the close-up; and Phase III the micro- 
scopic view. Each of these phases is discussed in detail: its purpose, its 
function and its contribution. The emphasis throughout this paper is upon 
the skillful use of the charting techniques, noted above, as a means of 
gathering and analyzing pertinent facts about the operations of the office. 


Subject: Accounting Systems: Design and Installation 


By: J. BROOKS HECKERT, Ohio State University and HARRY D. 
KERRIGAN, University of Connecticut 


Published by the Ronald Press Co. of New York, N. Y., 1953 


This volume is a new revised edition of an earlier work on the subject 
of the design and installation of accounting systems, procedures and 
methods. Throughout this book emphasis is placed on the accounting 
methods and procedures applicable to various functions of a business and 
the control aspects thereof. 
The scope of this book can be better gleaned from the various aspects 
of the subject-matter which are covered in chronological order: 

The Method of Systems Design 

The General Framework 

Accounting Procedures: Selling; Purchasing; Costing; and Summarizing 

Special Problems of Systems Work 
Punched Card Accounting 





Articles of Interest 


Illustrative photographs, charts and forms supplement the text; among 
the appendices are charts of accounts for a manufacturing company, a 
wholesaling company, and a retailing company. 


(663 Pages — Price $7.00) 


Subject: Profit Analysis, Distribution Costs and Working Papers 


FREDERICK M. EISNER 
Published by F. M. Eisner, White Plains, New York, 1953 


This book presents, in narrative form, a full-length treatment of the sub- 
ject of distribution costs with particular emphasis upon how to allocate, 
report, and control such costs. In his preface, the author states: “this 
manual 1. describes methods to be used in preparing these “working 
papers” (in relation to auditing of distribution costs) ; 2. presents a com- 
plete set for illustration purposes; 3, shows how a distribution cost system 
can be developed; 4. shows how reports, schedules and statements can 
be obtained therefrom. . .” In addition to the narrative portion of the 
text which covers major aspects of the subject there are included model 
working papers, illustrative forms, charts, and reports. This volume is 
intended primarily for accountants and controllers who are looking for a 
reference book on how to develop a distribution cost system for firm 
or client. 

A word about the author: Mr. Frederick M. Eisner is a Certifed Public 
Accountant, a Member of the Bar, and a member of the Controllers 
Institute of America. He has been affiliated with firms of public account- 
ants and has served as Controller of medium sized companies. 


(364 Pages — Price $10.00) 


Subject: Restatement and Revision of Accounting Research Bulletins 





Issued by the Committee on Accounting Procedure of the American 


Institute of Accountants 
Published by the American Institute of Accountants, 1953 


This book presents a restatement of the official accounting research 
bulletins—except those on terminology—issued by the Institute’s Commit- 
tee on Accounting Procedure during the years 1939-53. The purposes of 
the restatement in the words of the Committee, are “to eliminate what is 
no longer applicable, to condense and clarify what continues to be of 
value, to revise where changed views require revision, and to arrange the 
retained material by subjects rather than in order of issuance.” 


Subjects covered in the text include the following: form of statements; 
inventory pricing; depreciation; government contracts; foreign opera- 
tions and foreign exchange; and compensation. 


Supplementing the text are three appendices and a topical index. Of par- 
ticular importance is Appendix B, Changes of Substance Made in the 
Course of Restating and Revising the Bulletins. 


(Pages 159 — Price: Cloth Bound $3.00, Paper Bound $2.00) 





EMPLOYMENT SECTION 


All communications should be addressed to The Secre- 
tary—Tue Institute or INTERNAL Aupitrors, Room 3307, 
120 Wall Street, New York 5, N. Y. Reference should be 
made to the Box “E” Number. 











CHIEF INTERNAL AUDITOR 


To head up audit department for seven divisional 
operation. Will necessitate considerable travel. 
Specify experience and salary desired. Reply Box 
E-161. 


SUBSCRIPTION ORDER 


Tue INTERNAL AUDITOR, 
120 Wall Street, 

Room 3307, 

New York 5, N. Y. 


Please enter my subscription for THe INTERNAL AUDITOR 


quarter, at the rate of $4.00 per year. 


I enclose $ in payment thereof. 


(Signed) 
Address 




















Publications of The Institute of Internal Auditors 


INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J, E. CHILD Price $5.65 
(Published by Prentice-Hall—70 Fifth Ave., N, Y.) 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS Price $5.00 


INTERNAL AUDITING PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE Price $2.50 
(Published by Brock and Wallston—39 Atlantic St., Stamford, Conn.) 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS Price $1.65 
(Published by Prentice-Hall—70 Fifth Ave., N. Y.) 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author Price $1.50 








Collections of Conference Papers 
NEW FIELDS FOR INTERNAL AUDITING 
Twelfth Annual Cont —8 pap Price $1.50 
EDUCATION AND SERVICE TO MANAGEMENT 
Eleventh Annual Conf 9 pap Price $1.50 
MANAGEMENT ACCEPTANCE [includes Biblogephy) 
Tenth Annual Conference—13 papers | ) 








Price $3.50 





Other Published Material 
ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT 
arch Report Price $1.00 
INSTRUCTOR'S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING Price $2.00 
THE INSTITUTE OF INTERNAL AUDITORS 
Booklet describing the organization No Charge 
STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR No Charge 
THE FIELD OF INTERNAL AUDITING 
Descriptive booklet for students No Charge 


Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $2.50 
A circular describing the above publications will be sent upon request. Orders should 
be sent to: The Institute of Internal Auditors, 120 Wall Street, New York 5, New York 


Other Publications On Internal Auditing 
(Write to publisher for further information) 
INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


INDUSTRIAL INTERNAL AUDITING 
by W. A. WALKER and W. R. DAVIES 
McGraw-Hill Book Company—330 W. 42nd Street, New York 18, N. Y. 


BASIC INTERNAL AUDITING 
by JOHN B. THURSTON 
International Textbook Company, Scranton, Pennsylvania 


INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Connecticut 
INTERNAL AUDITING 


by VICTOR Z. BRINK 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 
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